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An Analysis of Regional Economic Development: 
The Case of California‘ 


By FOREST G. HILL* 


HIS paper is primarily concerned 

with theoretical and methodological 
considerations involved in the study of 
regional economic development. This 
discussion of the economic growth of 
California is intended mainly to clarify 
and illustrate my argument regarding 
the significance of an historical approach 
and framework for regional economic 
analysis. My treatment of this state’s 
long-range economic growth is little 
more than a suggestion of the work 
needed to be done on California eco- 
nomic history. At the present time I am 
making a study of the “wheat era” 
(about 1865-1900), the transitional phase 
between the open cattle range and in- 
tensive farming in this state’s economic 
development. 


The scope of this discussion extends 
from general methodological comments 
about theories of economic development 
to some limited and preliminary inter- 
pretations of California economic history. 
My major purpose, however, is to 

t The material presented in this paper was originally 
prepared for and presented at a meeting of the Western 
Committee on Regional Economic Analysis, held at the 
University of California in Berkeley, June 1953. 


* Assistant Professor of Economics, University of Cali- 
ornia, Berkeley. 


attempt to demonstrate the importance 
of an adequate historical frame of 
reference for regional analysis. I shall 
accordingly discuss (1) the general prob- 
lem of theorizing about economic de- 
velopment, (2) the promising character 
of the study of regional economic de- 
velopment, (3) the benefit—-and, indeed, 
the necessity—of such study for regional 
economic analysis, (4) the merits of 
using California as a case study in re- 
gional economic development, and (5) 
some major issues and generalizations 
about California economic development 
which require attention in regional 
economic analyses of this state’s basic 
economic status, prospects, and policies. 


I 


Economists who engage in regional 
analysis are no doubt mainly interested 
in economic analysis which js designed to 
aid in explaining and predicting actual 
economic affairs, and which is often in- 
tended to facilitate policy formulation. 
They would not be interested in abstract, 
speculative theories of economic de- 
velopment which cannot be tested or 
established in any convincing way. To 
say that such theories cannot be verified is 
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tantamount to saying that they possess 
no value for explanation, prediction, 
and policy. We must not suppose that 
there is a general or all-inclusive theory 
of economic development which some- 
how has universal validity. As a theory 
gains in generality or scope, it loses in 
content or significance; and a theory 
which applies to all cases of economic 
development tells us nothing distinctive 
about any particular instance of develop- 
ment. Such a “theory” becomes a 
formal definition of what we mean by 
“development”; and although we need 
logical, systematic concepts for purposes 
of economic analysis, we should not call 
our conceptual scheme a theory if by 
theory we mean generalizations which 
are empirically verifiable and subject 
to disproof. 

The theories of economic development 
which we will find most useful are those 
of a specific, empirically testable sort. 
They are limited, historico-relative gen- 
eralizations—limited or relative to spe- 
cific time, place, and circumstance. 
These theories are derived from case 
studies and comparative studies of a 
monographic type. They are subject to 
further verification and revision, and 
they should prove useful in efforts to 
understand, forecast, and control eco- 
nomic events. They express certain 
causal relationships which are found or 
believed to hold under designated cir- 
cumstances of time and place, and it is 
this tested knowledge of causal factors 
that permits explanation, prediction, and 
purposeful policy-making.! 

The requirements of what we may here 
call development theory are aptly pointed 
up by recent change in the attitude and 
procedures characterizing research and 
analytical work in income theory and 





1Some of these issues and requirements of a theory of 
economic development are interestingly discussed in B. S. 
Keirstead, The Theory of Economic Change (Toronto: The 
Macmillan Company of Canada, Ltd., 1948). 








price theory. Case studies and com- 
parative work are being undertaken 
which deal with the determination of 
income and prices in varying circum- 
stances and specific cases. Keynesian 
aggregates such as consumption and in- 
vestment are broken down into com- 
ponent parts whose behavior is analyzed 
empirically under different circum- 
stances, such as in the various phases of 
the business cycle. Pricing is studied in 
each particular industry under specific 
market conditions and for the different 
phases of the cycle. In both these 
fields concrete empirical generalizations 
of a highly useful sort are being es- 
tablished through analytical procedures 
which must also be followed in the field 
of economic development. 


II 


Regional analysis is undoubtedly one 
of the most fruitful approaches for the 
constructive analysis of economic de- 
velopment.? Limited empirical general- 
izations about long-run economic change 
can be established through the case 
study and comparative methods applied 
to particular regions, as well as to indi- 
vidual nations, industries, and time 
periods. In many respects regional 
units offer a sounder basis for the inten- 
sive and comparative study of economic 
development than do national units, al- 
though studies of both are quite comple- 
mentary and equally necessary. We can 
study the economic advance of various 


2 Probably the best discussion of the regional approach to 
economic development is that of Edgar M. Hoover and 
Joseph L. Fisher, ‘Research in Regional Economic Growth,” 
in Universities-National Bureau Committee on Economic 
Research, Problems in the Study of Economic Growth (mimeo., 
New York: National Bureau of Economic Research, 1949), 
pp. 173-250. Other articles in this volume are relevant, al- 
though they are primarily concerned with the economic 
growth of national units, Keirstead is also greatly interested 
in regional economic development. For an earlier article 
on comparative regional economics, see William E. Weld, 
‘Regional Comparison and Economic Progress,” in Rex- 
ford G. Tugwell (editor), The Trend of Economics (New York: 
Alfred A. Knopf, 1924). 
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nations to determine in a general way 
the similarities and differences and the 
common and unique factors in their de- 
velopmental patterns. But to understand 
more precisely the actual processes and 
causal factors involved in a nation’s 
economic development undoubtedly re- 
quires that we analyze their regional 
variations. 


Knowledge of regional lags and leads, 
stresses and strains, and differences in 
rates and character of economic growth 
are extremely valuable in the interpreta- 
tion of national economic development. 
This is particularly true for a nation as 
large, heterogeneous, and rapidly chang- 
ing as the United States. Since the great 
cultural and institutional differences and 
trade barriers found between nations are 
relatively absent between American re- 
gions, it should be possible to determine 
the major economic differences between 
regions and the causes of these differences. 
Since these causal or developmental 
factors are found in a variety of strengths, 
combinations, and settings from region 
to region, it should be possible through 
regional analysis to learn a great deal 
about the no doubt changeable role, 
effects, and significance of particular 
causal variables involved in economic 
change. 


It is probably misleading to speak of a 
developmental factor as being either 
quantitative or qualitative, measurable 
or immeasurable. In certain respects 
most causal factors may be quantifiable 
to somé degree. The possibility and 
degree of measurability may differ greatly 
with regard to a factor’s strength, dura- 
tion, constancy, effects, etc.; and the 
significance of a factor is basically a 
matter of interpretation, and thus largely 
qualitative. In any case, we can study 
any causal variable which affects eco- 
momic development and about which 
verifiable generalizations can be made, 
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whatever the type and extent of its 
measurability. Certain factors affecting 
economic development, and thus possess- 
ing an economic aspect, also have im- 
portant political, social, and ethical as- 
pects. This is particularly true of causal 
variables in the form of wants and mo- 
tives, traditions and institutions, and 
consciously formulated laws and policies. 
All of these factors are relevant for the 
analysis of economic development, and 
each of them may be partly quantitative— 
partly qualitative, thus requiring both 
quantitative and qualitative analysis.* 


It should be evident from the context 
of this paper that the concept economic de- 
velopment is defined somewhat broadly— 
that it too has both quantitative and 
qualitative aspects, some of which are 
political and social in character. Eco- 
nomic development includes quantitative 
growth, as measured for instance in total 
and per capita income and output; but 
it also involves basic, continuing change 
in economic wants, goals, incentives, and 
institutions. The concept thus includes 
changes in output, activities, and insti- 
tutions, or the organization of economic 
life. Such economic change is in essence 
part-and-parcel of general societal 
change, so that its broader ramifications 
are the concern of all the social sciences. 
However, insofar as societal change 
affects the organization of economic 
affairs, it is rightly the subject matter of 
economics, to the degree, that this 
discipline can extend its analysis to 


3 There is an enlightening discussion of the necessity of 
qualitative analysis in the study of economic growth in 
John Maurice Clark, “Common and Disparate Elements in 
National Growth and Decline,’? Universities-National 
Bureau Committee on Economic Research, of. cit., pp. 21-44. 
Clark states that, in inductive study “. . . . non-quantita- 
tive inductive study seems to me enormously important, and 
deserving of all possible support in an age increasingly de- 
voted to statistics. While ‘growth’ is a purely quantitative 
concept, the conditions of growth do most emphatically in- 
clude qualitative elements (p. 23).” For a useful treatment 
of the relation of qualitative and quantitative analyses, see 
Wesley C. Mitchell, The Backward Art of Spending Money and 
Other Essays (New York: McGraw-Hill, 1937). 
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interpret changes in economic organiza- 
tion.‘ 


The concept of economic change, 
growth, or development—terms which 
for convenience are used more or less 
synonymously in this paper—does not 
necessarily imply “progress” toward some 
ultimate or absolute goal. Economic 
change may of course greatly affect the 
popularly held goals, as well as popular 
attitudes toward wants, incentives, and 
economic institutions. In turn, these 
changes in attitudes condition the process 
of economic development, particularly 
with the increasing power and influence 
over economic affairs held by government 
and large economic organizations and 
groups. In both the public and private 
sectors of the economy there is an in- 
creasing amount of discretionary decision- 
making and planning in accordance 
with these widespread changing attitudes. 
Our interest here, however, is in these 
and other causal factors which have a 
fairly large and direct effect on long-run 
economic development. 5 





‘This conception of economic development seems to be 
reasonably similar to that held by the classical economists 
and by Marx, Veblen, and also Marshall. Today J. M. 
Clark, Keirstead, C. E. Ayres, and also perhaps Colin Clark 
have a quite similar usage. Schumpeter, however, used the 
technical term “economic development” in a narrower and 
more special sense to denote discontinuous advances or 
adaptations tochanges produced within the market sphere of 
competitive capitalism. Cf. Joseph A. Schumpeter, The 
Theory of Economic Development (translated by Redvers Opie; 
Cambridge, Mass.: Harvard University Press, 1934). 
Several kinds of “‘growth economics” are now emerging 
which include efforts to (1) develop formal models which 
“explain” growth in terms of a few basic relationships or 
functions, (2) derive econometric models which will predict 
quantitative growth in terms of a few measurable variables, 
and (3) measure “growth” in an “inductive” fashion in 
terms of total and per capita income. In general, these 
several types of “growth economics” appear to assume 
economic wants, incentives, and organization to be constant, 
or at least not to explain changes in these factors within the 
structure of their theoretical analyses. 

5It may be possible, however, to achieve a systematic 
analysis of the way in which attitudes and values are acted 
upon by, as well as act upon, economic development. 
Wants, goals, and institutions are certainly modified in a 
continuing and perhaps systematic way by economic de- 





Our conception of economic change 
and our purpose of analyzing economic 
development in territorial areas within 
the national economy largely determine 
our general definition of a region. Many 
case studies and comparative analyses of 
long-run economic change need to be 
made for different time periods and parts 
of the country. Regions of different sizes 
and characteristics should be subjected to 
historical analysis. Metropolitan areas, 
large agricultural sections, industrial 
areas, large states, river valleys, trading 
areas—all these and others can be 
studied profitably in terms of long-run 
economic change. 


Among the considerations that might 
affect our choice of a particular area for 
regional study are the aspect of the 
process of economic development we are 
most interested in, the causal factors we 
consider important, and the initial tenta- 
tive hypotheses we attempt to test. Our 
purpose and problem thus affect our 
definition of a particular region in terms 
of its size and character. It would seem 
that for purposes of testing significant 
hypotheses and making meaningful gen- 
eralizations regarding long-run economic 
change, the region should be defined as 
an area which over a period of time 
has had a fairly varied, interdependent 
pattern of economic acitivity and which 
to some degree has been regarded by its 
inhabitants as an economic unit and 


velopment;and if the social sciences could better analyze 
and understand this process, then there might be better pre- 
diction of and planning and preparation for the social 
change that accompanies and also conditions economic de- 
velopment. If economic goals, incentives, institutions, and 
policies could be assessed and revised in terms of their two- 
way, cause-effect relationship with economic change, then 
we might be able to think about “economic progress” in a 
pragmatic sense and not in terms of some ultimate goal 
irrationally imposed by ancient tradition, popular whim, or 
vested authority. For a suggestive treatment of such issues, 
see C. E. Ayres, The Theory of Economic Progress (Chapel Hill: 
University of North Carolina Press, 1944). 
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perhaps even as a political and social 
entity. ° 
III 

There are several reasons for believing 
that research work in regional economic 
analysis—typically devoted mainly to 
short-run problems of an immediate 
and often urgent character—would be 
greatly aided by complementary studies 
of long-run regional economic develop- 
ment. Of course, regional analyses are 
hardly ever devoid of historical reference 
or background, but such analyses do 
not commonly have as part of their 
basic framework an adequate historical 
analysis. The mere use of background 
or illustrative material of an historical 
character is clearly inadequate, and 
often misleading. Comprehensive his- 
torical analysis, and not merely some 
interesting factual data here and there, 
is required to help establish the very 
problems, goals, assumptions, and hy- 
potheses which are essential to studies in 
regional economics. 


Many problems of regional analysis 
come almost ready-made from public 
opinion or from the insights of discerning 
officials and students. In every case, 
however, these problems must be defined 
and clarified in terms of their historical 
origins and setting. Such problems have 
to be seen in terms of their relation to 
other problems, to major goals, to pre- 
viously attempted solutions, and to pres- 
ently available policy alternatives. 

The selection and evaluation of objec- 
tives to be employed in defining, analyz- 


6 Under this general definition of a region for purposes of 
analyzing regional economic development, we might 
profitably study Turner’s “sections” or “‘geographic prov- 
inces,”” Odum’s “composite societal regions,” the larger 
metropolitan regions, and some of the larger and more 
homogeneous states. Cf. Howard W. Odum and Harry E. 
Moore, American Regionalism (New York: Henry Holt and 
Company, 1938); Frederick Jackson Turner, The Significance 
of Sections in American History (New York: Henry Holt and 
Company, 1932); and U. S. National Resources Committee, 
Regional Factors in National Planning and Development (Wash- 
ington, D. C.: Government Printing Office, 1935). 


ing, and solving regional problems like- 
wise require historical analysis. Re- 
searchers may need to determine how 
relevant, consistent, and attainable vari- 
ous goals were in the past and how they 
evolved through time. These ends often 
have to be reinterpreted or revised in the 
light of changing circumstances. Re- 
gional goals are sometimes subject to 
large modifications as the result of chang- 
ing wants, population, resources, tech- 
niques, and national and international 
conditions. Through the use of a mean- 
ingful historical frame of reference these 
objectives and needs and the many fac- 
tors which condition them can be pro- 
jected into the more or less distant future. 


Similarly, certain important basic as- 
sumptions must be made for purposes of 
regional economic analysis. Among the 
major variables that have to be allowed 
for or taken as “given” are population 
(including its make-up as to age, sex, 
race, education, urban-rural residence, 
etc.), wants (including tastes or prefer- 
ences and demand and its composition), 
technology (inventions, technical inno- 
vations, level and distribution of skills, 
etc.), economic resources (human, syn- 
thetic, and natural, both replaceable and 
irreplaceable), and economic organiza- 
tion (including institutions, incentives, 
and the role of government). All these 
given data are subject to varying rates 
and directions of change, and their 
changes and probable character through 
different periods and at varying points in 
the future have to be determined by the 
aid of careful historical study. In addi- 
tion, these variables that must be specified 
differ in the degree to which they are 
constant, predictable and controllable. 
Nonetheless, explicit or implicit assump- 
tions must necessarily be made as io the 
behavior and effects of these factors. 


The hypotheses used in regional eco- 
nomic analysis and the policy implica- 
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tions derived from such analysis must be 
seen as contingent upon these historically- 
grounded assumptions. These hypotheses 
and derived policies are of course no 
better than the assumptions upon which 
they are based. Current policies, even 
if designed for short-run purposes, never- 
theless have long-run implications and 
effects which must be analyzed and taken 
into account as far as possible. Policies 
involve predictions that from the assumed 
conditions and proposed actions certain 
desired effects will result. If regional 
policies and also national policies of 
regional significance are to be systematic 
and planned in character rather than 
crudely improvised, then the goals, as- 
sumptions, and hypotheses which under- 
lie such policies must be grounded on as 
well verified historical analysis as can be 
achieved. 


The regional economic analyst cannot 
help but feel his many inadequacies here, 
we suspect. He suffers from the lack of 
several important research facilities— 
time, data, research personnel, analytical 
methods, fruitful hypotheses, and skills 
and collaborators from other sciences, 
both social and natural. The assump- 
tions, goals, and hypotheses which he 
must formulate and apply are inter- 
disciplinary in character; and he is 
forced to seek relevant knowledge and 
specialized assistance from ‘the other 
sciences, despite the great problems of 
communication and cooperation among 
disciplines. But the regional economist 
must make this effort toward interdiscip- 
linary work and exchange, for it is 
strongly suspected that little benefit will 
result from work which he might do on 
problems which he handles by abstract- 
ing entirely from non-economic aspects 
or by making crude, sweeping assump- 
tions about the character of these inter- 
disciplinary aspects. 





There is consequently every reason to 
underscore the compelling importance of 
disciplinary interchange in regional eco- 


nomic analysis. Such cooperation is 
necessary at every point, from beginning 
to end. It is required when problems 
and objectives are first defined, when 
concepts and assumptions are studied 
and formulated, when inferences and 
policies are derived, and through time as 
these policies are applied, assessed, and 
revised. 

Perhaps the historical analysis neces- 
sary to study long-run regional develop- 
ment and to formulate an appropriate 
historical framework for regional analysis 
is the most appropriate and promising 
basis for interdisciplinary cooperation. 
This historical framework necessarily 
cuts across jurisdictional lines and thus 
affords the opportunity for—and indeed 
compels—a certain amount of coopera- 
tion among the sciences. If this historical 
frame of reference is not adequate and is 
not clearly interdisciplinary in character, 
there is scant possibility that inter- 
disciplinary aspects can later be gotten 
into the analysis and utilized effectively.? 


IV 


There seem to be great benefits and 
few offsetting disadvantages in using 
California as a case study in regional 
economic development. It rapidly 
gained recognition as a very definite 
economic region a century ago, with the 
preponderance of population and eco- 
nomic activity regionally concentrated 
in the San Francisco Bay-Central Valley 
area. The state became an interde- 
pendent economic complex very quickly, 
and it has had a rather marked and 
unique development of its economic 
pattern and of its chief economic prob- 

7 Many of the issues raised in this section are discussed 
by Ayres, J. M. Clark, Hoover and Fisher, Keirstead, 


Odum and Moore, and the National Resources Committee 
in works cited above. 
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lems such as land monopolization, rural 
labor, water supply, rapid population 


growth, and great urbanization. Cali- 
fornia at the same time constitutes some- 
thing of a physical and geographical 
unit in terms of its drainage system, chief 
resources, major climatic conditions, and 
surrounding physical barriers of moun- 
tains and deserts.* Historically viewed 
in terms of the growth of its special eco- 
nomic pattern and problems, California 
thus qualifies quite well as an economic 
region deserving of study as a unit. 
California has always possessed a large 
degree of political and social as well as 
economic unity or homogeneity. This 
fact has resulted from such factors as the 
state’s early geographical and cultural 
isolation, its early achievement of state- 
hood relative to other western states, the 
special character of its geographical and 
economic conditions, the sources and 
speed of its immigration and population 
growth, and the “boom” psychology 
which has accompanied its rapid eco- 
nomic growth from the gold rush onward. 
The state has developed a regional cul- 
tural complex and a reputation for its 
cultural uniqueness that have keen widely 
recognized for some time. California 





8In his Look to the Frontiers (New York: Harper and 
Brothers, 1944), p. 20, Roderick Peattie states: “Some 
geographic boundaries are so apparent that boundary makers 
cannot avoid them. ... Were we not one nation, the 
valley of California might well be an independent political 
state.” Peattie, who takes a regional and cultural approach 
to human geography, defines the term region in a way 
quite similar to that in this paper: “‘A geographic region is 
any area set apart by physical, economic, or social circum- 
stances which has an essential cultural unity resulting in a 
common set of ideas and ideals (p. 15).” Harold H. 
McCarty in his The Geographic Basis of American Economic 
Life (New York: Harper and Brothers, 1940) considers 
California as one of the two divisions of his Pacific Coast 
region. Odum and Moore also think of California as one 
of the two major sections of their “composite societal region,” 
the Far West. The National Resources Committee, how- 
ever, made the “California valley region” (which includes 
practically the entire state) one of twelve “multifactor 
planning regions” in the country. This agency conceived 
of the greater part of California as the zone of ‘“‘Mediter- 
ranean” agriculture, with its major planning problems 
centering in water supply and development, irrigation, and 
farm land use. (National Resources Committee, op. cit., 
pp. 165, 167.) 
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would thus provide an exceptional case 
study in socio-political regionalism. * 

The fact that in this case the “region” 
being studied happens to be a state is of 
particular significance. California is a 
political entity as well as an economic 
and social region. From the beginning 
of its existence the state government 
through law and policy has greatly in- 
fluenced the character of economic de- 
velopment. ‘The economic role of the 
state government in long-run economic 
change requires further study, particu- 
larly when modern students in a period 
of increasing centralization are prone to 
emphasize the part played by the na- 
tional government.!° ‘These state poli- 
cies must be considered alongside federal 
policies impinging on the state’s econ- 
nomic growth through time. 

California has been the subject of 
very little work in general economic 
history,'! despite the fact that numerous 
monographic works have appeared deal- 





® For a discussion of the early development of California’s 
political and social separatism, see William H. Ellison, A 
Self-governing Dominion: California, 1849-1860 (Berkeley and 
Los Angeles: University of California Press, 1950). The 
characteristic historical composition and cultural outlook 
of the state’s population have been described in many works, 
including Doris Marion Wright, “The Making of Cosmo- 
politan California: An Analysis of Immigration, 1848- 
1870,” California Historical Society Quarterly, vol. 19, no. 4 
(December, 1940), pp. 323-343 and vol. 20, no. 1 (March, 
1941), pp. 65-79; Marion Clawson, “What it Means to Be a 
Californian,” ibid., vol. 24, no. 2 (June, 1945), pp. 139-161; 
Commonwealth Club of California Research Service 
(Davis McEntire, director), The Population of California (San 
Francisco: Commonwealth Club of California, 1946); and 
Carey McWilliams, California: The Great Exception (New 
York: A. A. Wyn, 1949). 

10The outstanding studies dealing with the evolving 
economic role of state government and its accompanying 
politico-economic thought patterns are Oscar Handlin and 
Mary Flug Handlin, Commonwealth: A Siudy of the Role of 
Government in the American Economy: Massachusetts, 1774-1861 
(New York: New York University Press, 1947), and Louis 
Hartz, Economic Policy and Democratic Thought: Pennsylvania, 
1776-1860 (Cambridge, Mass.: Harvard University Press, 
1948). 

11 The only general economic history dealing with Cali- 
fornia is apparently a work which appeared in 1929, Robert 
G. Cleland and Osgood Hardy, March of Industry (Los 
Angeles: Powell Publishing Co., 1929). Among recent 
general histories of California, see Cleland’s From Wilderness 
to Empire, A History of California, 1542-1900 (New York: 
Alfred A. Knopf, 1949), and John W. Caughey, California 
(New York: Prentice-Hall, 1940). 
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ing with such topics as land, population, 
agriculture, railroads, banking, labor, 
and particular industries and areas of the 
state. It would appear that a systematic 
study of the state’s general economic 
growth is quite in order, particularly in 
view of the specialized studies available 
for integration, the great need of a his- 
torical framework for regional economic 
studies, and the many challenging issues 
and hypotheses suggested by the unique 
character of the state’s economic growth. 


These unusual features of California 
economic history would seem to increase 
rather than weaken the comparative 
value of analyzing its economic develop- 
ment as an aid to understanding eco- 
nomic changes in other regions and 
nationally. Its development has been 
described as unique and “telescoped,” 
for it has moved with somewhat startling 
speed through various “‘stages” of eco- 
nomic growth’*—from a _ pastoral 


economy of cattle grazing, through an 


extensive agriculture of “wheat ranch- 
ing,” to an intensive agriculture of 
irrigation and diversified production of a 
wide variety of farm, orchard, and truck- 
farm products, and also to a somewhat 


12 California very largely missed the frontier stage as 
depicted by Turner, who described the gradual penetration 
of American settlers into open land and the slow evolution of 
a flexible, individualistic, democratic, settled way of life. 
But California had not previously been open land devoid of 
people and traditions. Settlement by both Americans and 
foreigners ensued rapidly following 1849 and California 
became a state immediately. Extensive mining, cattle 
grazing, farming, trade, and urbanization developed more or 
less immediately; and monopolization of the cultivable land 
grew directly out of the Mexican land grants and federal and 
state land disposal practices. Land consolidation and 
speculation were quite widespread, and the Homestead Law 
hardly had a chance to operate in the state. Small settlers 
were thus forced to take poor land or to become tenants or 
laborers for large landholders. Cf. Paul W. Gates, ‘The 
Homestead Law in an Incongruous Land System,” American 
Historical Review, vol. 41, no. 4 (July, 1936), pp. 652-681; 
McWilliams, of. cit., pp. 89-101; Carey McWilliams, Fac- 
tories in the Field (Boston: Little, Brown and Company, 1939); 
Paul S. Taylor, ‘‘Foundations of California Rural Society,” 
California Historical Society Quarterly, vol. 24, no. 3 (September, 
1945), pp. 193-228; and Paul S. Taylor and Tom Vasey, 
‘Historical Background of California Farm Labor,” Rural 
Sociology, vol. 1, no. 3 (September, 1936), pp. 281-295. 


highly urbanized and industrialized pat- 
tern of economic life. Starting with the 
gold rush of 1849, California’s growth 
has been skyrocketed by gold mining, 
population inflow, completion of trans- 
continental railroads, growing local and 
outside markets, mechanization and irri- 
gation of agriculture, development of 
many new specialty crops, discovery and 
refining of oil, wars, attraction of new 
industries, attraction of people to a 
favorable climate, and many other such 
stimulating changes. 


All these ‘‘starters” and stimulants— 
to say nothing of favorable state and 
national policies—have accelerated the 
speed and magnified the ‘‘telescoping”’ 
of the state’s growth. It has encountered 
growing pains, frictions, temporary re- 
versals, and acute problems in this 
rapid growth, however, for it has had its 
share of barriers and hindrances as well 
as growth factors. No doubt much can 
be learned about the process and causes 
of California’s economic advance, since 
the transitions were so marked, the 
growing pains so sharp, the problems so 
acute, and the stimulants and barriers so 
pronounced. This process of change 
moved so rapidly that contemporaneous 
participants and observers such as Henry 
George felt that within their own lifetime 
they could see and understand the larger 
nature, causes, and significance of the 
process. If such observers as George 
failed to understand properly the process 
they witnessed, present-day economic 
historians and other social scientists may 
nevertheless analyze it more accurately 
because of its compressed, accelerated 
character and its marked sweep and 
impact. 

Generalizations derived from the study 
of California economic history should 
prove useful in analyzing the long-run 
development of other parts of the West. 
Hypotheses based on California’s eco- 
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nomic growth can be modified as need 
be and checked against the experience of 
other western regions.'* These generali- 
zations suggest problems, variables, and 
processes to be examined and new 
hypotheses to be tested. 


Vv 


Our final task is to indicate some 
general lines along which the historical 
interpretation of California economic 
development might contribute signifi- 
cantly to “regional” analysis of the 
state’s present economic problems and 
prospects. We indicated in Section III 
in a somewhat general way how the 
study of regional economic development 
could aid regional analyses. Such study 
would provide an historical framework per- 
mitting interdisciplinary exploration and 
specification of the essential ingredients 
of regional analyses. This historical 
perspective is required to determine and 
clarify the goals of regional development 
and the currently relevant problems for 
economic analysis. Historical interpreta- 
tion supplies grounded assumptions re- 
quired for regional analysis and also 
helps suggest appropriate hypotheses to 
apply in such analysis. And as policy 
implications emerge from this analysis, 
historical perspective is required to assess 
the workability of these policies and to 
predict their long-run consequences. '* 

Certain issues and_ generalizations 
drawn from California economic history 
are no doubt more relevant and useful 


18 California mining and agricultural techniques and 
machinery, for instance, were widely used in the develop- 
ment of other parts of the West. In the two or three decades 
after the 1850’s there was a fairly pronounced “frontier” 
movement eastward from California of population, tech- 
niques, and capital equipment. Cf. Archer B. Hulbert, 
Soil: Its Influence on the History of the United States (New Haven: 
Yale University Press, 1930), pp. 206-208; McWilliams, 
California: The Great Exception, pp. 32-34; and Odum and 
Moore, of. cit., pp. 550-552. 

1¢ Long-range interdisciplinary implications of California’s 
economic growth are interestingly treated in Robert D. 
Calkins, “Regional Development and Economic Welfare,” 
Proceedings of the Twentieth Annual Conference of the 
Pacific Coast Economic Association, 1941, pp. 1-10. 


than others. The state will probably 
remain for a long time as clearly a region 
in economic, social, and political terms 
as it has been to date. The role of the 
state government in the California 
economy will undoubtedly remain large, 
although national policies will probably 
continue to gain in relative importance. 
The “telescoping” of the state’s eco- 
nomic development—so evident be- 
tween the gold rush and World War I— 
is more than likely at an end. Such 
trends as the further specializing and in- 
tensifying of farming, attraction of addi- 
tional industry and population, and 
urbanization of society will probably 
continue; but no sweeping transitions 
appear to be in prospect. In this regard, 
the uniqueness of California’s economic 
growth and organization is probably 
diminishing. No new “starters” like 
the gold rush are anticipated, and other 
stimulants have in many cases _ pro- 
duced most of the “growth” effects to be 
expected of them. 

It may well be that California has 
used up most of its economic “slack.” 
The state started late from a retarded 
level under fairly favorable circum- 
stances. It rapidly attracted railroads, 
capital, up-to-date technology, and 
youthful, enterprising immigrants. Gold, 
wheat, irrigation, the tin can, refrigera- 
tion, oil wells, the movies, automobiles, 
tourists, climate, war, government spend- 
ing, and public investment—all these 
and still other factors have had their 
highly stimulating effects. To some 
degree, favorable trends continue in 
agriculture, industry, population growth, 
and urban development. Yet, the stimu- 
lus provided from these developments 
may already be very largely exploited, or 
may be increasingly offset by such diffi- 
culties as limited water supply, limited 
resource base,!* high transportation costs, 


18Cf. James J. Parsons, ‘California Manufacturing,” 
Geographical Review, April, 1949, pp. 229-241. 
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declining maritime shipping industry, '® 
urban overcrowding and transportation 
problems, farm labor problems,'’ and a 
seemingly unbalanced occupational dis- 
tribution.’* Earlier frictions, problems, 
and barriers to growth!* appear to havea 
continuing if not increasing effect, while 
the continuing growth factors may be 
producing a limited and perhaps di- 
minishing effect. 

The California economy is such that it 
fares quite well during periods of na- 
tional prosperity and particularly during 
wars and national emergencies of a 
military nature. It is exceptionally 
favored by a net inflow of federal funds, 
the tourist trade, the general prosperity 
of the past few years, and the population 
inflow and high level of construction 
activity. This favorable situation could 
be greatly harmed by a reduction in 
military spending or by a decline in the 
national level of economic activity. In 
these regards the state’s economy is in- 
creasingly vulnerable, particularly as 
these reversals might affect construction, 
tourism, net inflow or outflow of federal 
funds, and the building of ships and air- 
planes. In the event of a national 
recession, urban employment, especially 
in construction and manufacturing, 
might be hit very hard, and without the 
state’s agriculture being able to absorb a 
a significant amount of the unemploy- 
ment.?° 

16 Cf. Wytze Gorter and George H. Hildebrand, The 
Pacific Coast Maritime Shipping Industry, 1930-1948. Volume I: 
An Economic Profile (Berkeley and Los Angeles: University of 
California Press, 1952). 

17See Taylor and Vasey, op. cit., and the books by Mc- 
Williams cited above. 

18 The unique occupational pattern of California is dis- 
cussed below. 

19For pointed treatments of institutional barriers to 
western economic development, see Morris E. Garnsey, 
America’s New Frontier: The Mountain West (New York: 
Alfred A. Knopf, 1950), and Wendell Berge, Economic Free- 
dom for the West (Lincoln, Nebraska: University of Nebraska 
Press, 1946). 

20 The issue of the cyclical stability of the California 
economy is examined in Calkins, of. cit., Frank L. Kidner, 
California Business Cycles (Berkeley and Los Angeles: Uni- 
versity of California Press, 1946); Frank L. Kidner and 





Even aside from its potential cyclical 
instability, the California economy is 
characterized by the development of a 
somewhat unusual occupational pattern. 
The serious issue to be posed here is 
whether or not too large a portion of the 
state’s labor force is being absorbed into 
activities other than agricultural, extrac- 
tive, and manufacturing pursuits. Both 
agriculture and industry in this state 
have developed along lines of large- 
scale, intensive, efficient production, so 
that somewhat small proportions of the 
labor force are engaged in them. The 
“overflow” has gone mainly into trade 
and service activities, where entry and 
employment have been more easily 
gained. 

This somewhat unique occupational 
distribution in the state has been evolv- 
ing for a period of decades, paralleling 
such developments as the mechanization 
of agriculture and industry, the huge 
population influx, the high per capita 
income of the region, and the growing 
demand for services. By 1939 California 
had 10.8 percent of its labor force in the 
primary occupations (agriculture, for- 
estry, fishing), 24.3 percent in the 
secondary occupations (manufacturing, 
mining, construction), and 64.9 percent 
in the tertiary occupations (trade and 
services). The corresponding propro- 
tions for the country as a whole were 18.8 
percent, 30 percent, and 51.2 percent.?! 


Philip Neff, An Economic Survey of the Los Angeles Area (Los 
Angeles: Haynes Foundation, 1945); and Philip Neff and 
Annette Weifenbach, Business Cycles in Selected Industrial 
Areas (Berkeley and Los Angeles: University of California 
Press, 1949). These studies emphasize the effect of the rate 
and character of the state’s past economic growth on its 
cyclical pattern. 

21 Louis H. Bean, “International Industrialization and 
Per Capita Income,” Studies in Income and Wealth, Vol. VIII 
(New York: National Bureau of Economic Research, 1946), 
p. 129. In this paper (pp. 119-143) Bean follows Colin 
Clark’s major concepts and ideas fairly closely. Clark 
speaks mainly in terms of primary, secondary, and tertiary 
industry or types of production, whereas Bean talks about 
occupations. Cf. Clark’s The Conditions of Economic Progress 
(two editions, London: Macmillan and Company, Ltd., 
1940 and 1951), and The Economics of 1960 (London: 
Macmillan and Company, Ltd., 1942). 
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Whereas by 1950 the United States had 
one worker in every four in manufactur- 
ing, California had less than one in 
every five so engaged. And although 
the nation had one worker in every eight 
in agriculture, this state had only one in 
every fifteen engaged in agriculture.” 
Trade and services—including the pro- 
fessions, managerial jobs, government 
employment, and clerical and selling 
pursuits—have been rapidly absorbing 
most of the state’s increased labor force. 


Colin Clark seems to believe that a 
shift of the labor force into secondary 
and particularly into tertiary employ- 
ment is the basic condition or measure of 
economic progress. But perhaps we 
should ask in the case of California 
whether this occupational shift has not 
gone too far. It would be useful to know 
how primary, secondary, and tertiary 
production differ with respect to (a) 
basic productivity per worker for those 
of similar capacities, (b) the degree of 
restriction of capacity and output, (c) 
the extent to which economies of scale 
and further technical improvement are 
still forthcoming, (d) the relative 
amounts of ‘concealed unemployment” 
or underemployment as viewed in terms 
of social welfare, (ec) and the degree to 
which high prices and incomes in mone- 
tary terms result from such factors as 
restricted entry and output, differentially 
higher prices caused by such restriction 
plus price supports or administered 
prices, and a favorable sharing by em- 
ployees in the gross earnings of “shel- 
tered” or protected industries. 


Perhaps California exhibits in sharp 
profile a general national trend toward 
high “‘sticky”’ prices and money incomes, 
increased nonprice competition, higher 
resulting costs of production and selling, 





22 Davis McEntire, The Labor Force in California (Berkeley 
and Los Angeles: University of California Press, 1952), p. 34. 


and significant degrees of restriction of 
real output. Some unfavorable results of 
this general trend are rising costs of 
living, unequal incomes, price dispari- 
ties and rigidities, uneconomic alloca- 
tion of resources among industries, and 
a dampening or reduction of potential 
output—all as viewed from the stand- 
point of general economic welfare. The 
road to higher real income and wealth 
can hardly be one which turns increas- 
ingly in the direction of requiring rela- 
tively more and more salesmen, clerks, 
and stenographers and relatively or abso- 
lutely fewer farm and factory operatives. ?* 
With its economic development coming 
late and fast, California has evolved an 
occupational pattern exhibiting a some- 
what magnified and perhaps extreme 
impact of the shift from primary and 
secondary to tertiary employments which 
has been taking place in industrially ad- 
vanced nations generally.*4 


Historical analysis of the economic de- 
velopment of California and other regions 
should serve to clarify such phenomena as 
interregional differences in occupational 
patterns, industrial expansion, balances 
of payments, terms of trade, net flows of 


28 Seymour Harris has decided that New England’s ex- 
pansion of tertiary employment may in part indicate eco- 
nomic hardship, and he notes that, “‘to some extent, at 
least, the advance of tertiary employment in Massachusetts 
reflects the pressure of unabsorbed workers to seek outlets 
in non-factory jobs.” The Economy of New England: Case 
Study of an Older Area (Cambridge, Mass.: Harvard Uni- 
versity Press, 1952), p. 9. 


24 The preponderance of tertiary employment in California 
has also been affected by the attractiveness of California to 
tourists and retired people, by high government payrolls and 
expenditures in the state, and by the export of commodities 
which are high in value and “‘value added” per unit of out- 
put. These favorable circumstances, as long as they last, 
enable California to sell high-priced goods and services to the 
rest of the world on such favorable terms of trade that the 
state can almost be said to be subsidized by the rest of the 
world, with the “subsidy” being rather generously shared in 
by the inflowing population whose money incomes are 
derived mainly from tertiary (or trade and service)activities. 
This situation may have certain elements of “made work” 
and “unearned income” that require further study. 
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federal funds,?* and various institutional 
barriers to regional economic growth. 
These conditions are the battleground of 
a new kind of economic war between 
states and regions.26 This _ regional 
economic rivalry raises serious questions 





25 Interregional balances of payments, terms of trade, and 
flows of federal funds have been most extensively analyzed 
for the New England economy. Cf. Harris, op. cit., and two 
works by Penelope C. Hartland, Balance of Interregional Pay- 
ments of New England (Providence: Brown University, 1950), 
and “Interregional Payments Compared with International 
Payments,” Quarterly Journal of Economics, vol. 63, no. 3 
(August, 1949), pp. 392-407. 

26 Cf. Harris, op. cit., pp. vii, 4, 159-161, 304-307. Harris 
is quite concerned about how this “battle of the regions” causes 
“unfair competition among states and regions” in efforts to 
gain greater access to federal funds, attract or hold popula- 
tion and labor force, and entice industry by holding down 
labor and social security standards. 


of long-run national and regional welfare 
and demands a great deal of systematic 
study and national and regional plan- 
ning to prevent the competition from 
becoming too unfair and wasteful. To 
avoid such demoralizing uneconomic 
competition will require very careful 
analysis and formulation of national and 
regional goals, problems, and policies. 
The purpose of this paper will have been 
largely served if we can now see more 
clearly how the study of regional eco- 
nomic development better enables us to 
acquire the long-range, interdisciplinary 
perspective and framework we need to 
analyze and solve current problems of 
regional economics. 
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New York City and Its Peak in Real 
Property Taxation 
By GORDON D. MACDONALD* and ROSALIND TOUGH** 


N both Great Britain and the United 
States, an annual tax on real property 
antecedes by many years that on personal 
income. In both countries, part of the 
social heritage has been the basic assump- 
tion that real estate constitutes wealth 
and as such represents ability on the 
part of the owners to pay. Despite the 
fact that since the Industrial Revolution 
large fortunes have been accumulated in 
property other than real estate, this basic 
belief has persisted. To no small extent, 
however, the ease of tax collection, when 
based on real property rather than 
personal property has played a signifi- 
cant role in the continued use of the tax. 
In New York State prior to 1886 there 
were virtually no state or local taxes 
other than the general property tax.! 
In 1880 it was the only source of tax 
revenue for the municipalities and it pro- 
vided 98% of all the revenues of the 
state. In that year the state collected in 
general property taxes $9,232,542 of its 
total tax revenue of only $9,431,391 and 
New York City depended upon general 
property taxes for 94% of its total budget 
of $26,000,000. 

Today the question in any local gov- 
ernmental unit, whether it be hamlet or 
metropolis, is how much can real estate 
afford to pay—in other words, when does 
a tax on real property become con- 
fiscatory? 

Determination of Criteria 

What criteria determine when the 
real property tax rate is too high? Per- 
~* Director of Research, the Real Estate Board of New 
York, Inc. 

** Professor, Department of Sociology and Anthropology, 
Hunter College. 

1 Although the general property tax included both real 


and personal property in the latter part of the 19th Century 
most of the revenue was from real property. 


haps in no other area of administration 
are the heads of the organization more in 
a dilemma. As levels of living are raised 
largely through research and education, 
the residents of the local governmental 
unit expect more in terms of public 
services—better schools, cleaner streets, 
improved police protection, etc. Too, 
as a community increases in size, it is a 
generally recognized axiom that costs of 
operation increase in a geometric rather 
than an arithmetic ratio. From some 
source, money must be raised to meet the 
ever-increasing expenses. Any com- 
munity has a limited number of sources 
from which it can obtain revenue, and 
today real estate still constitutes the 
primary source. The question: has New 
York City reached the peak in real 
property taxation, therefore, is not hypo- 
thetical. 

In attempting to answer the above 
question, some criteria are essential. 
Perhaps, no two owners of real estate in 
New York City or any other city would 
agree at just what point the tax rate be- 
comes too high. Furthermore, it could 
be equally as well conceded that no two 
administrators in the government of 
any metropolis would reach an agree- 
ment on this matter. This problem, 
sufficiently controversial, might well lend 
itself to discussion in a seminar on real 
estate, conducted perhaps in one of the 
colleges within the metropolis. 

Despite the fact, however, that no 
unanimity can be reached as to the 
precise point where the tax becomes too 
high, probably agreement could be 
reached concerning certain undesirable 
results emerging from too high taxation. 
For example, if the tax rate on real 
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property is such that it not only makes it 
less attractive for new business to come 
to the city but, in addition, is one of the 
basic factors that encourages business to 
move out, it could well be said that such 
a tax is too high. 

In addition, if property values seem to 
be adversely affected from the results of 
such taxation, either because prospective 
property owners are less willing to invest 
their capital or are willing to invest but 
at a lower price, there is little doubt that 
the tax again is too high. This situation 
is felt particularly under a condition 
where rent control exists and where, 
therefore, the increased tax cannot be 
passed along to the tenant in the form of 
higher business, commercial or residen- 
tial rentals; as a result, net incomes are 
affected adversely. 

Lastly, it is possible that despite high 
taxes net incomes might be retained at 
their original levels or be increased. 
Should either of these results be attained 


through crowding two or three families 
into space that previously housed one 
family, or should substandard conditions 
of the properties be allowed to develop 
because of lack of maintenance of the 


buildings? If these conditions can be 
attributed even partially to the tax rate, 
from the social point of view at least the 
tax rate can be said to be too high. 

It is the objective of the following 
analysis to present the tax situation within 
New York City and to attempt to answer 
the question: has New York City reached 
the peak in real property taxation? 


The New High in New York City’s 
Realty Tax 


Because of the effect of taxation on 
net revenue, and incidentally market 
values, owners of real property in New 
York City have watched with interest 
and some trepidation the perennial 
struggle of the mayors and the city 
councils to raise the necessary finances 


to meet the city’s total budget. The 
fiscal year 1954-55, which began on 
July 1, 1954, brought a new peak in real 
property tax rates (Table I) because the 
city had to meet the maximum total 
budget for New York City to date. The 
New York City rate for the fiscal year 
1954-55 is 38% higher than it was a 
decade ago. 


TABLE I—Basic Tax Rate, New York Crry: 1939-54* 


Year Basic Tax Rate 
(in dollars) 
3.68 
3.60 
3.22 
3.08 
3.08 
2.89 
2.89 
1947-48. . 2.89 
1946-47... 2.70 
2.67 
2.74 
2.89 
2.79 
2.80 
2.84 
2.82 


* Source: Annual Reports of the Tax Commissions and the 
Tax Department of the City of New York, July 1, 1940 to 
date. 

1 Removal of O.P.A. Building Restrictions 

2 End of World War II. 

3 Prior to World War II. 


At the beginning of the current fiscal 
year (1954-55) with a total budget which 
also reached a new peak for New York 
City, $1,639,438,325, the city govern- 
ment was again faced with the perennial 
question: where is the money coming 
from? 

TABLE II—Increase 1n Basic Tax Rate, Fiscat YEARS 


1953-54 anp 1954-55, CoMPARED WITH 1945-46 as BAsE 
Year: New York City AND MANHATTAN * 





Basic Tax Rate Increase over Base Year 


($’s) 





City 


Man- 
hattan 


City 


Man- 
hattan 





1954-55 
1953-54 
1945-46 





3.80 
3.70 
3.80 








Amt. % 
1.02 38.2 
.93 34.8 
-.. 100.0 





Amt. % 

98 34.7 

88 31.2 
100.0 





* Source see: Table I. 
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TABLE III—Torat Revenves From REat Estate 
TAXATION IN PRoporTION TO ToTAL BupcEt * 








Revenues from | Percent 
Real Estate of 
Taxation Total 


Fiscal Year| Total Budget 


(all funds) 





45.48 
46.61 
42.39 
43.24 
45.39 
43.95 
43.70 
47.48 
49.79 
55.72 
59.81 


1954-55 
1953-54 
1952-53 
1951-52 
1950-51 
1949-50 
1948-49 
1947-48 
1946-47 
1945-46 
1944-45 


$1,639 438,325, 
1,528 814,950 
1,469 265,101 
1,336 ,400 ,575 
1,246 ,382 ,466 
1,197 434,294 
1,160 ,538 857 
1,031 ,961 ,754 

865 ,212 ,820 
763 213,014 
737 ,400 ,923 


$745 ,572,199 
712,513,230 
622 ,804 ,788 
577 ,856 ,603 
565,774,041 
526 ,262 ,950 
507 ,130 481 
489 ,973 ,312 
430 ,788 ,856 
425 ,262 ,203 
441 ,038 ,534 














* Source: Message of the Mayor of the City of New York 
to the Board of Estimate and the City Council Submitting 
the Executive Budget for the Fiscal Year, 1954-55, April 1954 


In the fiscal year 1944-45, New York 
City collected approximately three-fifths 
of the funds to meet its total budget from 
real estate. In contrast, in 1954-55 the 
proportion is almost 15% less, approxi- 
mately forty-five percent. What has 
happened is that the City has developed 
other sources of revenue, part of which 
are from outside the city itself. (Table IV) 


TABLE IV—Estmatep Sources oF INCOME: 
New York City 1954-55 * 


Amount Percent 


in Millions 


Funds from Federal Government... 
From Bond Issues 


*Source: See footnote Table III. 


Sources of Revenue 


Sources from Other Than New York City 
Itself. Thus the annual budget Message 
of the Mayor included certain items of 
revenue which come from the state and 
federal governments. Funds from both 
governments include grants to public 
schools, to higher education, to old age 
security, child welfare, blind assistance, 
veterans assistance and since 1942 both 


state and federal aid for home relief. 
However, for the fiscal year 1954-55, 
estimated revenues from the state are 
about four times as large as the expected 
federal grants. (Table V) 


TABLE V—Sources or REvENUE OTHER THAN 
New York Crry: EstmatTep For 1954-55 * 


FROM 


$195 ,590 ,260 
52 ,676 ,560 
7 ,000 ,000 


State Allocation (shared taxes) 
Hospital Reimbursements, 
Total from Federal Gov.....$ 68,978 ,374 


Federal Aid $ 68 ,978 ,374 


* Source: See footnote Table III. 


Together state and federal revenues to 
New York City constitute 19.7% of the 
total budget for 1954-55. (Table IV) 
In other words, although sources of 
revenue from outside the City aredeemed 
by City Fathers to be quite inadequate, 
nevertheless they constitute about one- 
fifth of the total revenue available to 
New York City. 

Revenues from Real Estate. What is of 
primary interest to owners of real estate 
in New York City is: what proportion of 
the funds raised within the City are paid 
by real estate? To answer this question 
it is essential to consider the total budget 
reduced by the items, approximately one- 
quarter million dollars, not paid for by 
the City. (Table VI) 


TABLE VI—PERCENTAGE OF TOTAL BuDGET BoRNE BY 
Rea Estate: 1954-55 





Revenues Per- 
from Real cent 
Estate of 


Total Budget 
Taxation Total 





Proposed Budget. .$1 ,639 ,388 ,325 |$745 ,572,199 | 45.48 
Budget Less Items 
Not Paid for by 
City. 745 572,199 


Percent Difference 


56.69 
11.21 











Actually if the revenues from New 
York City itself are considered alone, it 
is apparent that real estate is paying 
more than half of the total budget— 
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56.69%—rather than the approximately 
45% when budget revenues are taken 
as a whole. The significance of this to 
owners of real estate is that, as they have 
long suspected, real estate bears the 
major burden of financing the metropolis. 
Actually the real estate taxpayers will 
probably pay an increase of $32.7 million 
more in the current fiscal year over the 
preceding fiscal year. This will result 
from the added taxing power granted 
under the March 1954 amendment to 
the general municipal law, raising the tax 
limits on real estate located within the 
City of New York.? 

Revenues Other Than From Real Estate. 
For the fiscal year 1954-55, revenues 
other than from real estate in New York 
City are expected to yield $893,816,124. 
In addition to state and federal aid, 
money is obtained from the general 
fund, by borrowing, and from miscel- 
laneous sources. 

In the general fund, for example there 
are special City taxes, such as the con- 
troversial newly enacted 5% New York 
City amusement tax, which became 
operative as of July 1, 1954. This tax is 
expected to yield $16,700,000 during the 
fiscal year 1954-55. Other important 
special taxes are the general business and 
financial tax (expected to yield $74,500,- 
000); the utility tax on the individual 
consumer (expected to yield $9,200,000) ; 
the tax on the users of motor vehicles 
(expected to yield $8,800,000); the 
City tax on consumers of cigarettes (ex- 
pected to yield $9,600,000); and the 
water charge (expected to yield $45,000,- 
000). It should be pointed out that the 
water charge actually constitutes a con- 
tribution of real estate to New York City 
as does the sewer tax which has been 
in the existence for the past few years. 
In addition, there are revenues from 
fees and fines. 


2 Laws of the State of New York, Albany, 1954, Chapter 284. 


When the city functions as an entre- 
preneur as it did until relatively recently 
in the operation of the municipal sub- 
ways and bus lines, the results have 
tended to produce deficits rather than 
revenues. In the case of public transpor- 
tation the past deficit can be attributed at 
least partially, to the desire of the City 
Fathers to maintain the five cent fare. 


Tax Rates in Individual Boroughs 


The basic tax rate for New York City 
is not the complete tax levied on the 
owners of real property. The city is 
divided into five boroughs whose boun- 
daries coincide with five counties, and 
each of these is a separate governmental 
unit. As such each has the power to tax 
and does so; thus Manhattan, the Bronx, 
Brooklyn, Queens and Richmond levy 
rates in addition to the $3.68 per $100.00 
of assessed valuation for New York City 
as a whole. 

Strangely enough, with the addition of 
these amounts which range from seven 
cents in Manhattan to eleven cents in 
Brooklyn, the tax rate in Manhattan is 
the lowest for all the boroughs, $3.75 per 
$100.00 of assessed valuation; conversely 
a rate of $3.79 per $100.00 of assessed 
valuation in Brooklyn is the peak. 
(Table VII) 


TABLE VII—REeEat Property Tax Rates In New York 
Crry, sy Boroucus Fiscat YEArs: 1953-54 anp 1954-55 * 








Basic Rate | Borough Rate | Total Rate 





Borough... ..| °53-54 °54-55 | ’53-54 °54-55 | ’53-54 754-55 
$3.70 $3.75 
_ 3.71 3.76 
3.74 3.79 
3.74 3.76 


3.73 3.78 


$3.60 $3.68 | $ .10 $ .07 
3.60 3.68 -11.— .09 
3.60 3.68 14 ~~ 11 
3.60 3.68 14.09 
3.60 3.68 13.10 


Manhattan 
The Bronx. . . 
Brooklyn .... 


Richmond. .. 














*Source: Annual Report of the Tax Commission and the Tax 
Department of the City of New York, July 1, 1953 to June 30, 
1954. 


A multiplicity of factors of course are re- 
sponsible for the varying borough rates; 
not the least of these is the rapidity with 
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which the various areas have been affected 
by population mobility. For example, in- 
migration of population to Manhattan in 
the two decades, 1930-50, was under 
25,000. 

In the years since 1950 the population 
of Manhattan has remained relatively 
stable. Early in June, 1954, The New 
York Times reported that in the City, the 
population of the two largest boroughs 
Manhattan and Brooklyn remained un- 
changed, thus continuing a trend noted 
in a 1951 population study of the City 
Planning Commission. This stability, it 
was pointed out, indicates a population 
exodus from these boroughs, since the 
excess of births over deaths would 
normally result in a population increase. 
The marked trend toward suburban dis- 
persion is indicated by the fact that the 
New York area population is up 9% in 
the four years, 1950-54; but 83% of the 
1,250,000 persons representing the in- 
crease are to be found in the seventeen 
counties surrounding New York City.‘ 

A movement recently of middle-in- 
come population to the other boroughs 
and to the suburbs has been compensated 
by an influx of migrants, partially from 
Puerto Rico. It has been estimated that 
by 1970 the Puerto Rican and non-white 
population will make up 28% of the 
census of the city cf New York.5 What 
the implications of this shift in population 
will be on real estate is still a matter of 
conjecture. 

Furthermore, it should be noted that 
the City Council has softened the 1954- 
55 realty tax blow for property owners 
by approving lower borough assessment 
rates for 1954-55 than those in effect in 
1953-54. (Table VII) In other words 


3 New York City, A Study of its Population Changes, Popula- 
tion Report 1, City Planning Commission, The City of 
New York, July 1951. 

‘Area Population up 9% in Four Years,” The New York 
Times, June 1, 1954. 

5“Population Shift in City Forecast,” The New York 
Times, October 27, 1954. 


the lower borough rates act as a partial 
offset to the higher basic rate for the city 
as a whole. Just what this will mean to 
the individual boroughs in terms of 
revenue depends somewhat on the trend 
of assessed valuation for real property 
in each of the boroughs. 


New York City’s Assessed Valuations 


According to the real property tax law 
of New York State,® applicable to New 
York City, the assessed value of real 
estate should be 100% of market valua- 
tion. Thus theoretically at least, when 
market values rise, so do assessed valua- 
tions and vice versa. In the past decade, 
assessed valuations have increased ap- 
proximately four million dollars. 

A multiplicity of factors must be con- 
sidered in analyzing the increase in 
assessed valuations. Not the least of 
these is the change in the price level. 
Today, a dollar, worth in purchasing 
power at least one-third less than in 
1945-46, suggests that the increase in 
assessed valuations for New York City is 
more nominal than real. Furthermore, 
there is the relationship between assessed 
valuations and market values. Property 
sold in Manhattan for a period of years 
prior to World War II and through 1946 
had market valuations below assessed 
values; again in the years 1948, 1949, and 
1950, this was the case. In recent years, 
ie. 1951, 1952, 1953 and 1954 (for the 
first 6 months) market valuations have 
been in excess of assessed valuations. 
What these data indicate is a lesser fluctua- 
tion in assessed valuations than in market 
values throughout the years, the latter be- 


¢“The State Tax Law provides that real property shall 


be assessed at its full value. Under the City Charter the 
assessors must annually assess real property at the sum for 
which in their judgment, each separately assessed parcel of 
real estate, under ordinary circumstances, would sell if wholly 
unimproved, and separately stated, the sum for which, 
under ordinary circumstances, the same parcel would sell 
with the improvements, if any, thereon.” Knowing the Tax 
Department and the Tax Commission of the City of New York, 
Municipal Building, New York City, 1947, p. 11. 
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ing subject to the influences of short-term 
fluctuations in both demand and supply. 
Furthermore, both the trend in market 
values and assessed values would suggest 
that the increases, for Manhattan at 
least, have been less marked than the 
increase in the general price level. 

The fact that New York City is and 
has been subject to both federal and 
state rent control is undoubtedly the 
primary factor; actually, since 1940, rents 
have risen only 21.8%, compared with 
more than 60% in Kansas City, Missouri, 
Los Angeles, Chicago, Seattle or Houston 
and compared with a national average 
of 46.5%.7 

Further factors of significance in com- 
paring the trend in assessed valuations 
over a number of years are: the addition 
of new buildings, the number of improve- 
ments to all types of properties, the 
changes in uses of various properties, the 
extent of the demolitions, the nature 
and the amount of the adjustments 
made to assessed valuations by the Tax 
Commission of New York City and the 
courts through review of tax assessment, 
and lastly, the extent of tax-exempt 
property (more than 25% in New York 
City), Furthermore, cognizance must 
be given to depreciation and absolescence 
of existing structures. From the above, 
it becomes quite apparent that a multi- 
plicity of intricate variables play a part 
in the determination both of immedate 
tax assessments and possible trends 
through a period of time. 


Application of the Criteria to the Real 
Property Tax 


At the beginning of this study, it was 
pointed out that there are certain criteria 
which are generally accepted in the de- 
termination of whether or not a specific 


7 Comparative Changes in Residential Rents, Twenty Cities in 
the U. S. 1940-53, United States Department of Labor, 
Bureau of Labor Statistics, computation by Temporary 
State Housing Rent Commission, Survey Section, January 
1954. 


tax rate is too high. These criteria take 
the form of rather undesirable results 
which may be attributed to a high tax 
rate, as follows: Is there a flight of 
business away from the city; are property 
values adversely influenced; have own- 
ers of real estate been forced to allow 
their properties to become sub-standard 
because of the high costs of operation re- 
sulting partially at least from high tax 
rates? At this point it would seem 
desirable to ascertain to what extent the 
above apply to New York City. 


Movement of Industry. From time to 
time a newspaper headline points out 
that some concern, generally well known, 
is leaving New York City. One of these, 
(General Foods) recently moved to West- 
chester, i.e. outside the City but within the 
metropolitan area. The organization 
still maintains an office, which might be 
termed an adjunct to headquarters, in 
the midtown section of Manhattan. 
Nevertheless, a staff of about 1200 em- 
ployees moved to new 46-acre head- 
quarters in the suburbs; so that, with the 
small exception of the central office still 
remaining, this might be termed a flight 
of industry away from New York City. 
Relatively high costs of living and diffi- 
culties with transportation in mid-town 
Manhattan were included in the reasons 
spotlighted for this move. 


However, movement outside New York 
City often presents problems, not at first 
anticipated, e.g. a sufficient supply 
of personnel and cheap housing for 
the workers are particularly difficult 
to secure in Westchester County. As a 
result of factors such as these, General 
Electric and Union Carbide did not 
carry out plans to migrate; also, Vicks 
Chemical, United States Rubber, Na- 
tional Broadcasting Company and Schen- 
ley Industries, which investigated the 
possibilities of moving to the suburbs, 
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abandoned the idea.* Furthermore, 
Mutual Life and Metropolitan Life 
made large investments in new home 
office buildings in Manhattan. 

Three large organizations, Lever 
Brothers, the Ford Foundation and the 
American-Arabian Oil Company have 
recently moved into New York City from 
other areas. Lever Brothers have con- 
structed a twenty-one story skyscraper of 
ultra-modern design on Park Avenue, 
now one of the show places of New York 
City. Apparently this company is of 
sufficient financial status to consider such 
a building as excellent advertising. One 
does not have to be a resident of New 
York City to know that land values in 
this section of Park Avenue are exceed- 
ingly high and that, correspondingly, the 
real property taxation is likewise high. 
In this case, however, the tax burden did 
not appear to be the determining factor 
—at least not of sufficient weight to 
preclude Lever Brothers from moving 
into one of New York City’s most ex- 
pensive areas. 

The above illustrations point to the 
fact that the movement of business is 
both out of and into the central city. 
The centrifugal force is making itself felt 
in a trend toward decentralization but 
within the metropolitan area. ‘This means 
that New York City itself, plus the areas 
contiguous and adjacent (an inner city 
with its “‘rurban”’ belt), is being regarded 
as a single economic unit. 

The centripetal force keeps New York 
City, primarily Manhattan, as the center 
of banking, insurance, advertising pro- 
motion, finance and business manage- 
ment. What this means then is that it is 
quite possible for big business to meet the 
costs of a Manhattan location, includ- 
ing among these costs, high taxes. For 
some businesses or industry, the major 

8 Frederick Woltman, “Management and Financing of 


Industry Ruled Here,” New York World-Telegram and Sun, 
October 15, 1954. 


operations are locating in the outlying 
areas, but a central office is maintained, 
usually in Manhattan. Where business 
or industry is marginal, however, any in- 
crease in costs, including higher taxation, 
is proving sufficient to drive some con- 
cerns out of Manhattan to the other 
boroughs or outside the city limits. 

Real Property Tax and Market Values. 
Just what has been the trend of market 
sales in Manhattan? Like the rest of the 
United States, sales of property were 
somewhat curtailed during the depression 
and even in the post-depression years. 
In the six-year period from 1937 through 
1942, the average number of open market 
sales for Manhattan was 2,480 and the 
average total volume of sales per year 
was $127,413,570. 

The impact of World War II on Man- 
hattan was to increase markedly the 
volume of sales. By 1943 open market 
sales had jumped to 3,473, an increase 
of almost 1000 over the annual average 
for the preceding six years. The total 
value of these was approximately one- 
fourth billion dollars ($231,149,808), 
about twice the pre-war level. 

Increasing activity in market sales con- 
tinued into the first postwar year. In 
1946, 7,793 pieces of property changed 
hands in Manhattan and the total sales 
price reached a high of more than one- 
half billion dollars ($608,961,888). 

Since the peak year of 1946, both the 
number of the annual sales and their 
total valuations have declined. In 
1953, for example, sales had been re- 
duced in number to 2,869 and total 
market valuations to $325,178,479. 


What reaches the headlines of the 
metropolitan newspapers is the sales of a 
Chrysler Building or some other piece of 
real estate generally well known to the 
public. Actually this type of transaction 
constitutes relatively a small proportion 
of the total number of sales and the total 
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value of the property which changes 
hands. For example, in Manhattan 
during the first six months of 1954 about 
83% of the 1,476 sales were residential 
structures and the majority of these 
walk-up apartments. In a community 
characterized by its many elevator apart- 
ment structures, the large turnover of 
walk-up buildings (about 77% of the 
total number of residential sales) is signifi- 
cant. Many of these residential sales 
were properties which were to be used 
for another purpose, namely a site for 
an apartment or an office building. 

It has been pointed out hereinbefore 
that, according to New York State Law, 
assessed values are to equal market 
values in New York City. Actually how- 
ever, this is difficult, if not impossible, to 
achieve. For example, more than 61% 
of the 1,476 transactions that took place 
in the first six months of 1954 sold for 
prices above assessed valuations; the re- 


maining transactions were below (Table 


VIII). Again, two-thirds of the resi- 
dential buildings sold changed hands 
above their assessed valuations and the 
other one-third below. 


There is a demand at present for the 
better loft buildings; however, in the post 
World War II period, there have been 
only a few new loft buildings erected. 
Despite the demand and the relative 
scarcity, only 48 of the 90 sales of loft 
buildings sold for more than assessed 
valuations (Table VIII). Actually, of 
course, a large proportion of the loft 
buildings located in Manhattan are 
old structures. In some instances the 
lofts purchased were for owner occu- 
pancy; the same is true of other industrial 
and commerical properties. 

The question—has the real property 
tax had an adverse influence on property 
values is being answered in the affirmative 
by owners of real estate. They state that 
the tax is confiscatory; they point out 


TABLE VIII—SumMary oF PRIVATE AND INSTITUTIONAL 
SALEs ABOVE AND BELOw ASSESSED VALUATION, MANHATTAN 
First Six Monrtus, 1954* 











Sales 





Building Classification 
Per- 
cent 


Considera- 
tion 


Num- 
ber 





100.0 
61.5 
38.5 


$142 ,390 ,220 
93 ,076 ,615 
49 ,313 ,517 


All Sales Total 1476 
More than Ass’d Valu.....| 908 
Less than Ass’d Valu 568 


100.0 
62.5 
37.5 


$ 80,489,019 
58 ,903 ,608 
21 585,411 


Residential 1228 
More than Ass’d Valu... ..| 767 
Less than Ass’d Valu 461 


100.0 
72.7 
27.3 


$ 16,453 ,000 
14,570 ,000 


11 
More than Ass’d Valu... .. 8 
3 1,883 ,000 


Less than Ass’d Valu 


90 | 100.0 
More than Ass’d Valu... . . 48 53.3 
Less than Ass’d Valu 42 46.7 


$ 30,755 ,425 
9,575 ,425 
21 ,180 ,000 


100.0 
72.7 
23 


2,794 ,125 
1,796 ,875 
997 ,250 


Industrial 33 
More than Ass’d Valu... . . 24 
Less than Ass’d Valu 9 


100.0 
64.5 
35.5 


9 ,609 ,826 
6,183 ,495 
3,426 ,331 


Commercial 79 
More than Ass’d Valu... . . 51 
Less than Ass’d Valu 28 


35 | 100.0 
More than Ass’d Valu... . . 10 28.6 
Less than Ass’d Valu. 25 | 71.4 


2 ,288 ,825 
2 ,047 ,300 
241 ,525 














* Source: Gordon D. MacDonald, Manhattan Real Estate 
Open Market Sales, First Half 1954, Real Estate Board of New 
York, Inc. Research Department, p. viii. 


that high tax rates with assessed valua- 
tions that approximate market values 
have been responsible for a reduction to 
the owners in net income from real es- 
tate. Reduction in net incomes, they 
add, cannot but be reflected in property 
values. Although the market values for 
real estate have increased recently, it is 
pointed out further than the increases 
are not proportionate to the general 
increase in the price level. It has also 
been stated that rent ceilings have cur- 
tailed net incomes from property under 
rent control, and the resulting reduction 
in revenues from real estate has con- 
tributed to property values out of line 
with the general trend of prices. In 
other words, for a number of years, i.e. 
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since World War II owners of real estate 
in New York City feel that they have 
been ‘“‘squeezed”’ from two directions— 
from increasing tax rates plus increasing 
operating costs on the one hand, and 
from rents frozen as a result of both federal 
and state rent controls on the other. 

Undoubtedly, there is a good deal of 
truth in the above position. Net returns 
from property are being curtailed and 
the results of necessity have an influence 
on property values. However, the fact 
cannot be overlooked that new con- 
struction in all types of buildings has not 
kept pace with the demands for space. 
Whereas prior to pre-World War II, 
owners of buildings were faced with 
vacancy rates up to 20% and in many 
instances, even higher, buildings today, 
with the exception of a few sub-standard 
structures, have almost 100% occu- 
pancy.* Therefore revenues are obtain- 
able from all available space. It thus be- 
comes apparent that there are a number 
of factors entering into the determination 
of net returns from real estate. It is how- 
ever very difficult, if not impossible, to 
assess the exact role played by a relatively 
high tax rate. 

Sub-Standard Properties. It is quite pos- 
sible for real estate tc meet whatever tax 
rate is determined—but—at what cost? 
It has been pointed out that if a specific 
tax rate is so high that properties cannot 
be adequately maintained and at the 
same time meet the annual tax burden, 
then that taxation is too great. Or, if 
owners must over-crowd their properties 
in order to get the revenues to meet taxes 
and other expenses, again the tax rate is 
too high. Both of the above trends are 
apparent in New York City today; how- 
ever just how much of the sub-standard 
maintenance of real property and the 


*Currently in Manhattan rental apartment buildings 
have a vacancy rate of less than 1%; office buildings have a 
vacancy rate of less than 2%; loft structures have a vacancy 
rate of less than 1.5%. 
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over-crowding of apartment buildings 
can be attributed to the tax situation is 
not possible to state. All that can be 
said is: the relatively high taxes are one 
of the contributing factors undoubtedly; 
limited income as a result of rent control 
is another; and the desire on the part of 
individual property owners to speculate 
in real estate is a third. 

So great has speculation become, par- 
ticularly in the sub-standard housing 
which at present is available to the recent 
migrants from Puerto Rico, that Mayor 
Wagner signed a bill in May, 1954, to 
prohibit illegal conversions.'° By this is 
meant the converting of single furnished 
rooms into accommodations for whole 
families and the converting of apartments 
constructed to house one family into ac- 
commodations for as many families as 
there are rooms. It is doubtful, however, 
that the greed which has motivated much 
of this type of housing would have been 
lessened to any extent by a decrease in 
the tax rate. 


The Future—New York City’s Real 
Property Tax 


Economists for years have indicated 
that, from the viewpoint of the munici- 
pality, real property forms a good basis 
for taxation for a number of reasons. It’ 
cannot run away, i.e. take a flight for 
example, to New Jersey; it is a tangible 
commodity and thus readily available 
for taxation purposes and compared with 
other sources of revenue, the returns are 
relatively certain. 

Economists have also pointed out, 
however, that the real property tax has 
definite limitations; today, ownership of 
real property does not necessarily indicate 
relatively great ability to pay on the part 
of the owners, when compared with other 
citizens. A large proportion of the 


10New York City Council Bill, Int. 162. ‘‘Prohibiting 
Conversions to Single Room Occupancy,” May 14, 1954. 
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wealth of the citizens of the community is 
in personal rather than real property. 
Revenue from the real property tax is 
relatively inflexible, i.e. does not expand 
and contract with the needs of the com- 
munity. This limitation in the tax has 
become markedly evident in New York 
City in the past’few years. As the annual 
total budget increases in size there is no 
automatic process through which the 
real property tax can yield increased 
revenues. Furthermore, it should be 
added that the tendency of the city 
government to exempt more and more 
real estate from the real property tax 
rolls—property owned by the munici- 
pality, the state and federal government 
or property such as public housing sub- 
sidized by these organizations—definitely 
limits the base for municipal taxation 
purposes. Since today in New York City 
more than 25 percent of the real property 
is tax-exempt, the owners subject to the 
tax look with a jaundiced eye at the real 
estate in the preferential position of tax 
exemption. 


From the above it becomes quite ap- 
apparent that the real property tax is 
subject to a number of limitations both 
from the point of view of the municipality 
involved and from the point of view of 
the taxpayer himself. The question is, 
however, what other sources of taxation 
can be partially or completely substi- 
tuted for the real property tax. New 
York City’s recent experience with ob- 
taining other sources of revenue has not 
been fruitful. As a result, as has been 
stated hereinbefore, the rate for the 
fiscal year 1945-55 is the highest that the 
City has yet experienced. 


Since many of the owners of real prop- 
erty in New York City are voters, the 
City Fathers do not particularly desire 
to antagonize this group of citizens. 
Furthermore, since the real estate group 
is organized, it usually has the real estate 


lobby functioning at both the state and 


local level. Despite this, however, the 
alternatives for New York City’s ad- 
minisirators are few. Periodic trips to 
Albany by a succession of mayors has 
produced very little in additional revenue 
to the City. Suggested additional taxes, 
such as the recently proposed New York 
City income tax met vigorous opposition 
and threats that industry and other types 
of business such as the New York Stock 
Exchange would retaliate by mov- 
ing outside the city limits, quite probably 
to New Jersey. Although the New York 
City amusement tax is now a fazt accompli, 
it is markedly unpopular with the 
general public. 

What is the future for the owners of 
real property in New York City? Is it 
possible that the basic tax rate for the 
city as a whole will continue to increase 
and that the borough rates too will follow 
this general trend? The answer to this 
question rests ultimately on the ability of 
the owners of property to pay taxes. 
What that ability actually is, is seen ina 
different light by the municipality and 
by the taxpayers themselves. 


In general, what can be pointed out is 
that a real property tax rate as high as 
4 percent, which the New York City basic 
rate plus the individual borough rates 
together are rapidly approaching, would 
accumulate (without consideration of in- 
terest on taxes paid) to an amount equal 
to the original value of the property 
within a period of 25 years. Should 
interest on taxes paid be included, it is 
quite evident that the period would be 
considerably shorter. Is this too great a 
burden for real estate, or can the munici- 
pality expect to achieve a maximum rate 
up to 4 percent (and perhaps even more) 
on real estate? 

The answer lies not in the controversial 
statements that are made by the owners 
of real property on the one hand and the 
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municipal and state administrators on 
the other. The answer is not even in 
terms of the amount of delinquent taxes, 
which generally reach a peak in period of 
depression and are relatively small in 
periods of prosperity. 

Economic and social conditions are 
far from static. What constitutes a 
good and more or less adequate source 
of funds in one year may prove to be both 
inadequate and unjust at a later period. 

It cannot be pointed out too often that 
the area of finance dealing with munici- 
pal revenues is one which merits con- 


tinuous, careful study. No field has a 
greater multiplicity of problems; never- 
theless revenues must be raised in each 
successive year. 

Whether or not it is still both socially 
and economically desirable for real estate 
to bear approximately 50 percent of the 
burden of financing New York City today 
and in the future is an interesting 
academic question. From a practical 
point of view, however, until other 
sources of revenue can be found for the 
City, at the moment there seems to be 
little if any alternative. 





Food and Farm Land in Britain 
By HENRY C. TAYLOR* 


4 ie British are good farmers but 

they do not have enough good farm 
land to produce food for 50 million 
people. In 1950, the: situation was 
described as follows: “At the beginning 
of 1949 it was estimated that Britain was 
producing about 40 percent of her food 
in terms of calories for human consump- 
tion, compared with about 30 percent 
before the war.”! In the absence of 
enough good farm land, why so many 
people? The answer is found in the part 
the British took in developing the colonial 
countries of the world following the 
great discoveries of new lands initiated 
by Christopher Columbus. The British 
furnished people and also furnished men 
and ships to transport the people to the 
new lands. They provided a market for 


surplus agricultural products and such 
raw materials for industry as were found 


in colonial lands. In return the British 
sent manufactured goods to the colonies 
to supply many of the necessities and 
conveniences of life and even. some 
luxuries. 

This colonial trade greatly stimulated 
British industry. It made a large de- 
mand for textile and metal goods of 
standard makes and of good quality. 
In meeting this demand the old handi- 
craft system of manufacture was inade- 
quate. This led to the use of water- 
power and steam power to speed up 
production. The invention of multiple- 
spindle spinning machines and power 
looms for weaving cloth made the use of 
water and steam power effective when 
the spindles and the looms were as- 
sembled in large factories. The factory 
system in the textile and metal indus- 

* Indian Queen on the Potomac, Washington, D. C. 


1 Agriculture in Britain, (London: Ministry of Agriculture 
and Fisheries, 1950). 


tries was expanded rapidly—so rapidly 
that the change became known as the 
‘industrial revolution.” With the factory 
system to produce goods for colonial 
trade, the shipping industry was ex- 
panded to meet the demand. Great 
trading companies were developed to 
conduct this colonial trade. This in- 
dustry and commerce produced wealth 
beyond the immediate needs of the 
British people. Surplus capital was in- 
vested in colonial countries to speed up 
utilization of natural resources of colonial 
lands. These investments abroad yielded 
dividends which were paid in food and 
raw material for British industries. 
Britain prospered in performing these 
important sservices, and with prosperity 
came a rapid increase in population. 
People were needed in factories, in 
mercantile trades, and on the ships that 
plied the seas. 


The fact that the farms of Britain could 
not meet the demands for food and agri- 
cultural raw material was not thought 
to be a serious matter. Food supplies 
were available in the colonies, and the 
ships which carried industrial products 
to the colonies were available for bring- 
ing back products of the colonial farms. 
British farmers were, in the meantime, 
not idle. They too felt the stimulus of 
the new day. The rapid growth of in- 
dustrial populations which needed food 
and were able to pay for it was a great 
stimulus to the production of farm 
products for the market. Small self- 
subsistent farms were consolidated into 
large commercial farms. New crops 
were introduced, especially root crops 
and clover that gave the foundation 
for expansion and improvement of the 














livestock industry which provided meat 
and dairy products for city people. 

New methods of culture were intro- 
duced. ‘‘Science with Practice”? became 
the motto of progressive agriculturalists. 
Chemistry and economics applied to 
farming resulted in increased production 
per acre, but expanding agricultural 
production could not keep pace with 
population growth. To city people this 
was of no concern so long as it was easy 
to draw abundant supplies from foreign 
lands in exchange for goods and divi- 
dends on foreign investments, but this 
was not to last always. 


In 1899, one British economist, W. A. 
S. Hewens, Director of the London 
School of Economics, saw the handwrit- 
ing on the wall. He pointed out that 
while the great development of British 
industry and commerce had rendered an 
invaluable service in the early develop- 


ment of the new countries of the world 


the need for this service might be ap- 
proaching an end. Hewens pointed out 
that, whereas the new countries first gave 
their attention to exploiting natural re- 
sources—the soil, the forests, the mines, 
in due course, with the growth of popu- 
lations, they commenced to manufacture 
first one thing and then another in com- 
petition with British industry. He noted 
also that other European countries, and 
mentioned Germany in particular, were 
beginning, even then, to edge in effec- 
tively in this trade with agricultural 
countries of the world—the one-time 
colonial lands. He said, “There are 
those who believe the foreign trade of 
Britain, which makes possible the high 
standard of living, is a birthright but 
they will find it is not.” This state- 
ment by Hewens in his lecture on colonial 
trade, to which I listened in December 
1899, turned my attention to many signs 
of the times. The vigorous bid which 
Germany was making for a share of 
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world trade based upon industrial ex- 
ports, the rapid growth of industry in the 
United States of America, and incipient 
tendencies of the same character in other 
lands indicated that Hewens was seeing 
clearly the trend of affairs in the world 
economy which was, in time, to make the 
the securing of a food supply for the 
people of Britain a serious problem. 

After nearly two years as a student in 
Europe I returned to America with the 
thought in mind that in 50 years Eng- 
land and Scotland would receive more 
income from the tourist trade than from 
the export of industrial products and 
that the securing of an adequate food 
supply would become a serious problem. 
I was not so sure of the time factor as of 
the trend. 

The intervention of two world wars 
speeded up the process of making Britain 
more and more dependent upon her own 
ferms for food. These wars stimulated 
the development of industries in the more 
remote agricultural countries because of 
the difficulty, during the war years, of 
exchanging agricultural products for 
manufactured products. Now the re- 
building of an adequate export trade is 
more difficult than ever before. Further- 
more, the vast foreign investments which 
had continued to yield dividends in food 
had to be liquidated to meet the demands 
created by a life-or-death struggle during 
the war. In the meantime, i.e. since 
1901, the population of Great Britain has 
increased 32%. 

During and since World War II, the 
people of Great Britain, with the govern- 
ment playing a leading role, have been 
giving more and more attention to ways 
and means of expanding food production 
on the home lands. From the stand- 
point of the statesmen, how can the land 
be made to produce more food per acre? 
From the standpoint of the beef produc- 
tion specialist, how can the cow be made 
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to produce two calves each year? John 
Hammond, of Cambridge University, 
said to us in September 1954, ‘“‘We must 
find the means of producing more beef. 
Before World War II we owned the rail- 
ways of the Argentine and took our 
dividends in beef. Now we do not own 
those railways we must produce our 
own beef supply.” At Rothamsted an 
experiment is now in progress to produce 
a meat substitute, a high protein food, 
made directly from grass without the in- 
tervention of animals. But satisfactory 
results from these sources, though pos- 
sible, would seem to be remote. The 
major hope for early results is in making 
the land more productive. What are 
the prospects? 


How much land is there? How ade- 
quate is it for the production of Britain’s 
needs? Of Great Britain’s 56,342,000 
acres of land surface the following classifi- 
cation has been made? by the Ministry 
of Town and Country Planning: 




















Percent 
Acres of surface 
1. First class farm land..........] 2,359,900 4:2 
2. Good general purpose farm 
land: 
Suitable for plowing......... 8,801,500 | 15.6 
Suitable for crops or grass....] 2,829,800 5.0 
3. First class restricted use 
unsuitable for plowing........ 1,243 ,500 2.2 
4. Good but heavy land......... 6,574,500 | 11.7 
5. Medium light land........... 2,700,100 4.8 
6. Medium general purpose land.| 12,111,100 | 21.5 
7. Poor heavy land............. 880 ,000 1.6 
8. Poor mountain and moor land.| 16,518 ,500 29.3 
9. Poor light land. ............. 869 ,700 1.5 
10. Poorest land................-. 196 ,500 0.4 
Residue—closely built over...| 1,256,900 2.2 
56, 342.000 | 100.0 





This table makes clear that not all of 
the 56 million acres is farm land avail- 
able for intensive culture. Roughly 86% 
(48 million acres) is put to some form of 
agricultural use. Of this, 35.4% (17 
million acres) is rough grazing land used 





2 Ibid., p. 59. 
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almost wholly for grazing sheep, though 
some Galloway and Highland cattle are 
raised on hill farms. It takes from 2 to 3 
acres of this land to support one sheep. 
The marvel is that this mountain land, 
covered largely with heather and 
bracken, is put to such good use. Sheep 
graze on the heather but no animal will 
eat the bracken which is encroaching on 
the heather. Government subsidies are 
available to help pay the cost of cutting 
the bracken—so far the only means of 
control. Due to hardy breeds of sheep, 
especially the blackface, and to the 
marvelous skill of the shepherds and their 
faithful dogs, large quantities of wool, 
lamb, and mutton originate on these 
rough pastures, but this large area must 
be left out of consideration when it comes 
to planning a large increase in food pro- 
duction in Britain. 


Crops and grass occupy slightly more 
than 31 million acres of land. The pro- 
portion of this land tilled varies with the 
geographical location and the state of 
the nation with respect to peace or war. 
In the western parts of England, Wales 
and Scotland, the land is largely in grass. 
In the eastern counties where the rainfall 
is not so great a much higher percentage 
of the land is used for tillage crops. In 
times of war much grassland is plowed up 
for grain crops. In times of peace this 
land is put back into grass. For example, 
prior to World War II only 8,907,000 
acres were in tillage crops, i.e. crops 
other than grass. In the year 1952-53 
the area was 12,261,000. The remainder 
of the 31 million acres was in grass. Of 
this grassland 18,773,000 acres were 
classified as permanent grassland in 1939. 
One rich level field was pointed out to us 
in Scotiand in 1954 which had not been 
plowed for 100 years. In half of those 
years the grass had been mowed but the 
field had been pasture all or a part of 
every summer. By 1953 permanent 
















































































grassland had been reduced to 12,953,000 
acres due to the demand for tillage land 
for grain crops. Besides the permanent 
grassland some 6 million acres of grass- 
land were in rotation with tillage crops. 
Of tillage crops, bread grains, mostly 
wheat, occupied 2 million acres in 1952- 
53; oats and barley, 6 million acres; 
potatoes, 990 thousand acres; and sugar 
beets, 408 thousand. The remainder of 
the tillage land, 2,677,000 acres, was used 
for such crops as fodder roots, kale, rape, 
cabbage, and a great variety of market 
garden crops. Some of the land brought 
under the plow during the war has been 
put back into “permanent grassland.” 
Without subsidies or remunerative prices 
for grain the tendency will be to reduce 
risks by putting land down to grass. 

The tendency has been, and still is, to 
favor grass farming at the expense of 
tilled crops. The climate is an important 
factor, but market prices have been even 
more important. The extent to which 
British farmers produce to meet the 
effective demand for specific foods tells 
much about British farming. Before 
World War II, British farmers were pro- 
ducing all the fresh milk and two-thirds 
of other milk, and two-thirds of the eggs 
used, but less than one-fourth of the 
cheese. They were producing 80% of 
vegetables used, about half of the meat 
supply, about 25% of the fruit, 17% of 
the sugar, 16% of oils and fats, but only 
12% of the wheat and flour intended for 
food. 

They produced, in fact, those products 
which suffered least from overseas com- 
petition and no attempt was made to 
supply the dietary needs of the nation or 
even to supply a balanced diet for part of 
the population. 


During the war the diet had to be 
balanced and more had to be produced. 
This involved a big increase in the acre- 
age of wheat and potatoes at the expense 
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of such grass eaters as sheep, and the 
concentration of imported foods on those 
directly for human consumption to the 
severe detriment of the pig and poultry 
enterprises. By 1944 the wheat acreage 
had almost doubled compared with 
1939, the area under crops had risen 
65%, the sheep population had fallen 
by 25%, poultry had gone down by 26%, 
and pigs were only 43% of their pre- 
war numbers. 


Wages are now ten times as high in 
pounds and shillings and twice as high in 
purchasing power as in 1900. Landlords 
are not so wealthy and contribute less to 
the supply of agricultural capital than 
they did at the turn of the century. Both 
of these conditions militate against more 
intensive utilization of the land. 


Land tenure has had and is now having 
its influence upon the intensity of culture 
on British farms. This is a subject to 
which I have given some attention for 
more than a halfcentury. In August and 
September of 1899 I spent fifty days visit- 
ing farmers and landlords in England and 
Scotland. I visited some of these farms 
again in 1925. We revisited many of the 
same farms in August and September of 
1954. We wanted to see what fifty-five 
years and two world wars had done to 
British farmers. We arrived in Glasgow, 
Scotland, on August 16, 1954. The next 
day we visited Newton Farm, six miles 
from Glasgow in 1899, but bordering 
the edge of the city now. Newton Farm 
consists of nearly 400 acres, three fourths 
of which is excellent land. Dairying and 
truck farming were and are the principal 
sources of income. In 1899 John Speir 


was the tenant farmer. In 1925, when I 
visited that farm again, a next generation 
John Speir was the tenant farmer. While 
the John Speir of 1899 was one of the 
outstanding farmers in Scotland, his 
successor of 1925 was farming even more 
intensively. 





























In 1899, I was interested in the fact 
that nearly all the British farmers were 
operating leased land.* They were pay- 
ing cash rent. I wanted to know when 
and how this condition came about. I 
thought that if we knew what had caused 
tenancy to rise to 90% in Great Britain 
we in the United States might learn how 
to avoid what I had looked upon as a 
disaster in England and Scotland. When 
I talked to British farmers I found that 
they saw the problem in a different light. 
I asked the John Speir of 1899 why he 
remained a tenant farmer. His reply was 
a simple one: “Investments in farm land 
pay only about 2% on the investment 
whereas I can make better than 10% on 
money invested in operating leased land.” 

Nevertheless, when we visited Newton 
Farm on August 17, 1954, we found it 
occupied and operated by an owner, J. 
M. Argo, The second John Speir had 
died. His only son was killed in World 
War II. There was no member of the 
family to carry on. We asked Mr. Argo 
how he came to buy instead of leasing 
the farm. He said that the only way 
he could get the farm was to buy it as the 
farm was for sale, not for lease. He indi- 
cated that ownership is a burden he 
would not carry if he could have gotten 
a good farm on a lease. He was evidently 
suffering from lack of capital. His dairy 
herd was only three-fourths the size 
milked by the Speirs, and he was truck 
farming less than half as many acres. He 
hopes to build the herd up to the capacity 
of the farm. He was keeping his labor 
costs down by grazing his dairy cows in 
the summer months instead of stall feed- 
ing them the year round as the Speirs did. 


Why could J. M. Argo not lease 
Newton Farm? The answer is two-fold. 
The landlords are hard up and want to 
sell. They are in financial trouble be- 


3See The Decline of Landowning Farmers in England, Uni- 
versity of Wisconsin Bulletin 96, 1904. 
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cause of inheritance taxes, commonly 
called “‘death duties,” which are very 
high, because of a high income tax and 
because costs of maintaining farm stead- 
ings have gone up much more than has 
the rent. 


Another important reason why land- 
lords want to sell rather than to lease 
their land is the present form of the 
Agricultural Holdings Act. The tenant 
farmers of the first 83 years of the 
nineteenth century were operating under 
landlord dictatorships. In 1850 a bill 
was introduced in Parliament to protect 
the investments of farmers in and on the 
land. It failed to pass. In 1875 the bill 
became a law but contained a clause 
enabling the landlord to put a clause in 
the lease which would keep the tenant 
from securing compensation for unex- 
hausted improvements. In 1883 the 
Agricultural Holdings Act was made 
effective. It was not perfect: many 
amendments were needed. Furthermore 
it took time to learn how to apply the 
law. When fertilizers were applied in a 
given year, how much of the benefit came 
back in the first harvest, how much in 
the second year, how much in the third, 
etc.? These and similar problems were, 
in the course of time, solved, and ap- 
praisers were trained to apply the law to 
individual cases where tenants were re- 
moved. The Agricultural Holdings Act 
has been amended several times, always 
with a view to giving the tenant farmers 
more freedom or greater security. Fi- 
nally in the new Act of 1948, which con- 
solidated all amendments including one 
made in 1947, the protection of the 
tenant seems to have gone too far. Now 
the tenant is practically secure against 
removal by the landlord unless, indeed, 
he is a very inefficient farmer. As a re- 
sult, when a farm chances to fail of a 
tenant because of death or otherwise, the 
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landlord usually wants to sell rather than 
to lease the land. 


The next farm we revisited (August 19, 
1954) lies near Edinburgh and is known 
as Woolmet Farm. In 1899 it was farmed 
by a tenant farmer. It is now owned by 
the National Coal Board and is operated 
by a hired manager working for that 
Board. Coal mines and residence con- 
struction have reduced the area of farm- 
land from 370 acres in 1899 to 230 acres 
in 1954. Another farm near Edinburgh, 
Saughton Mains, consisted of 330 acres 
in 1899. By 1954 it had been com- 
pletely taken over by housing projects. 
Since Saughton Mains was no longer a 
farm and Woolmet was dominated by 
the National Coal Board, we consulted 
with the agricultural economists at the 
East of Scotland College of Agriculture 
and arrangements were made for A. B. K. 
Tracey, a member of the staff, to take us 
to Eastlothian County to visit George 
Hannah, the owner-operator of Drem 
Farm, consisting of 525 acres of tillable 
land. George Hannah bought Drem 
Farm in 1927 when an estate of 6 farms 
was sold because the owner needed 
money. There are no horses on the farm. 
There are five tractors, four trucks, and 
two 7 foot cut combines. George Hannah 
sells potatoes, grain, and fat cattle. In 
1954 he had 150 acres of barley which 
yielded 75 bushels per acre, 50 acres of 
winter wheat, and 50 acres of winter oats. 
The potato crop is of major importance. 
He produces 500 long tons of potatoes 
which he stores and sells gradually 
throughout the winter. Mr. Hannah has 
quit producing root crops for cattlefeed 
because of the great demand that such 
crops make for labor. He grows 20 acres 
of kale which he grazes off strip by strip 
by means of an electric fence to control 
the cattle. He produces great quantities 
of grass silage which he stores in trench 
silos. These silos are located in the field 


close to the grass which is to be siloed. 
The straw from the grain crops is placed 
in long ricks alongside the trench silos. 
In the winter he makes a temporary 
feedlot opposite one end of the ricks and 
silos and brings his cattle to the feed. Mr. 
Hannah uses this plan to save labor. He 
places the silos and the straw ricks in a 
new location each year. The silage is 
fed to bullocks which are brought in from 
Ireland. He was making a nice net 
profit in return for his efforts. George 
Hannah is a son of John Hannah of 
Girvan Mains whom I visited in 1899. 


On September, 4th 1899, I visited 
Girvan Mains. It was a noted potato 
farm. It consisted of 300 acres for 
which John Hannah was paying £1000 
rent. Mr. Hannah was growing from 180 
to 200 acres of potatoes each year. He 
grew some oats and some turnips. The 
potatoes he sold brought him £40 per 
acre. In addition he kept a great quan- 
tity of medium-sized potatoes for seed. 
The small potatoes were cooked and 
stored for pig feed. He fattened as many 
as 180 pigs in a year on small potatoes 
and Indian meal. When the potatoes 
were harvested, the ground was seeded 
to Italian ryegrass, rape, and green kale 
which made pasture for the finishing of 
large numbers of store sheep each year 
which he bought up for that purpose 
and sold on the London market. An- 
other important side line was the buying 
of Irish heifers, breeding them and selling 
them as springers to the dairymen of 
Ayrshire. To maintain the high fertility 
of the land required for potato-growing 
John Hannah brought from Glasgow 
trainloads of manure taken from cattle 
ships. Potato planting began by Febru- 
ary 15th and the early potatoes were 
harvested by June 15th. The character 
of the soil and the influence of the Gulf 
Stream on the climate made Girvan 
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Mains eminently suited to the production 
of early potatoes. 

We revisited Girvan Mains on August 
24th, 1954. A great change had taken 
place. Instead of 200 acres of potatoes 
there were 80 acres. This change was 
because the soil became infested by the 
eelworm. It became necessary to limit 
potato production to the acreage which 
could be harvested by June 15th and to 
rotate with grain and grass crops so that 
potatoes were grown only one year in 
three or four. John J. Hannah, son of 
John Hannah, and the operator of Girvan 
Mains since 1941, said the changes in 
the farming system had been influenced 
more by the eelworm than by the war. 
John J. Hannah was farming 403 acres 
in 1954. With diversified farming more 
land was needed. John Hannah had 
bought Girvan Mains in 1921. Since 
then 27 acres were sold for a golf course 
and 130 additional acres have been pur- 
chased. 

John J. Hannah grows both wheat and 
oats. During the war he had from 50 to 
60 acres of each of these crops. His oats 
yield about 96 bushels per acre. He 
cuts the grain with a binder. In addition 
to potatoes and grain Mr. Hannah grows 
30 acres of cabbage. The remaining land 
is in meadow and pasture. He was 
setting out cabbage plants while we were 
there. The cabbage were to be harvested 
and marketed in March and April 1955. 
The livestock consisted of beef cattle and 
sheep. He maintains a herd of cows for 
raising calves which he sells when they 
are from 6 to 8 months old. He raises 
crossbred lambs. This year he got 163 
lambs from 100 ewes, last year 190. The 
lambs are sold for £6 or more per head. 
The Hannahs keep about 500 hens. 
They were getting 144 eggs per hen per 
year. 


We did not secure a statement of net 
profits but there were evidences that the 





John J. Hannahs were doing well even 
if they could not grow all the potatoes 
they would like to have grown. They 
had made a good adjustment to the 
conditions under which they must now 
operate. One evidence of prosperity was 
the way the flower garden was kept. 
When I was at Girvan Mains in 1899, 
Mrs. Hannah, the mother of John Hannah 
and the grandmother of John J. and 
George, took me for a walk in the garden. 
The garden consisted of at least an acre 
of land, surrounded by a high stone wall. 
The whole area was laid out and planted 
with a great variety of annuals and 
perennials which provided a_ grand 
show of flowers even in early September. 
That was the finest flower graden I had 
ever seen on a farm. That garden had 
the same appearance in 1954. 


On August 25th we spent the day at 
Auchenbrain, a farm 13 miles from Ayr, 
which I had visited in 1899. At that 
time the farm consisted of 200 acres and 
was operated by Robert Wallace as a 
tenant farmer. It was then owned by 
the Duke of Portland. Robert Wallace 
died in 1911. His son, David Wallace 
who was 14 years of age when I visited 
Auchenbrain in 1899 now owns that 
farm and calls it South Auchenbrain. 
In 1941 he purchased a 200-acre farm 
adjoining on the north, which he calls 
North Auchenbrain. What is now 
South Auchenbrain was purchased by 
David Wallace in 1918 when the Duke 
of Portland was selling some of his Ayr- 
shire farms. Because Wallace was a 
tenant on the place the Duke gave him 
an option at a favorable price. Robert 
Wallace, in 1899, had 100 head of 
registered Ayrshire cattle and sold breed- 
ing stock to the dairy farmers of the 
world. His capable wife made cheese of 
high quality that was easy to sell. The 
son David, with twice as much land, has 
more than doubled the herd of Ayrshire 
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cattle and has held and expanded his 
father’s market for registered animals. 
His sales of dairy cattle are 95% for 
breeding purposes. Fresh milk, not 
cheese, is now the product of the dairy. 
Prior to World War II less than 8% of 
Auchenbrain farms was plowed. Due 
to the War the plowed area was ex- 
panded to 20%. Now the impulse is to 
get back to grass. Instead of 8 horses 
Wallace now has four tractors. He 
said, “Four days work with a tractor 
does as much plowing as one team of 
horses would do in two weeks. I disposed 
of 8 horses and put 16 more cows on 
the milking line.” Thus mechanization 
has made more land available for food 
production. 


Grass farming may become more 
dominant than it was before the War if 
farmers follow their economic interest 
without the influence of government sub- 
sidies. Root crops for the winter feeding 
of livestock have long had a large place 
in British farming, but they make heavy 
demands for labor while growing as well 
as at harvest time. Farmers have learned 
to use grass silage instead of roots in 
feeding both dairy cows and beef cattle. 
On Newton Farm, where there were 5 
acres of pasture for a herd of 80 cows in 
1925, there were 179 acres of potential 
plowland in pasture in 1954. In the 
early part of the season when the growth 
is much greater than the cattle can con- 
sume, Mr. Argo cuts the surplus grass 
and puts it into a trench silo. The 
British have learned to make grass silage 
at a very low cost. It is mowed and 
carried on a tractor buck rake and 
dumped into a trench silo without the 
slow and expensive process of chopping. 
The grass silage is tamped in the trench 
by running a tractor over it and when 
the trench is full the ensilage is covered 
by pushing dirt over the top with a bull- 
dozer attachment for the tractor. This 
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is an important new move to save labor 
which, while reducing costs, should not 
reduce the milk or beef supply. 


Having visited some of the finest dairy 
farms and two of the best potato, grain 
and beef cattle farms, we felt that if we 
left the land of the thrifty, generous Scot 
without visiting some of the hill sheep 
farms we would have a onesided view of 
Scottish agriculture. Of the surface of 
Scotland 62.9 percent is classified as 
‘poor mountain and moorland,” of use 
primarily for sheep farming. Fortunately, 
Principal Stephen J. Watson, of the 
East of Scotland College of Agriculture, 
and D. M. R. Leask, of the division of 
Agricultural Economics, arranged for 
W. B. Duthie, a specialist on hill sheep 
farming, to take us to visit two farms in 
Peeblesshire, which he had previously 
studied. One of these was Harehope, a 
farm of 980 acres, 100 acres of in-bye 
land (that is land nearest the steadings), 
and 880 acres of out-bye land, that is 
land more remote, higher, and rougher— 
good only for pasturing the hardy black- 
face sheep. Squire A. Barr, the owner- 
operator, winters 520 blackface ewes 
which are bred pure. He has 15 head of 
breeding cattle and keeps 8 to 10 brood 
sows. His income is from lambs, ‘‘cast’’ 
ewes, wool, calves, and store pigs. The 
encroachment of bracken on the edible 
growths, mainly heather, is one of the 
problems with which all hill farmers are 
wrestling. Squire Barr has two machines 
for cutting bracken. 


We next visited Posso Farm, owned by 
Mathew Mather of Edinburgh. The 
total surface area of Posso Farm is 3,147 
acres, including 131 acres of in-bye land. 
The in-bye land has a elevation of 800 
feet. The 3,016 acres of out-bye land 
runs up to 1800 feet. On the in-bye 
land are 20 acres of oats, 15 acres of 
potatoes, rape and turnips, and 14 acres 
of hay. The remainder is grazed. On 
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the out-bye land 880 blackface ewes are 
grazed the year around. There are 
two shepherds, each one on a separate 
range with his allotment of sheep. There 
were also 100 grayface ewes (crossbred 
blackface and Border Leicester) kept on 
the in-bye land and bred to a Suffolk 
ram. There were also 16 head of store 
cattle grazed on the in-bye land in the 
summer, yard fed in the winter and sold 
in the spring. The principal sources of 
income were; blackface lambs £2,800, 
crossbred lambs £1,200, wool £800. 
The fact that the lambs were worth five 
times as much as the wool surprised us 
and shows that the industry is focused 
upon the demand for food. The total 
wage bill at Posso Farm is £1,196 per 
year. The shepherds receive £8 per 
week and the combination tractor and 
cattle man, £7 per week. Bracken is a 
problem much in evidence. 


While visiting with John J. Hannah on 
August 24th, 1954, we asked many ques- 
tions regarding blackface sheep and 
Galloway cattle. Looking to the east 
from Girvan Mains the Galloway hills 
are in view. As we finished our round of 
Girvan Mains, Mr. Hannah said, ‘‘Would 
you like to visit a hill farm where black- 
face sheep and Galloway cattle are 
raised?”” We responded with enthusiasm 
and off we drove into the hills. We 
visited William Hyslop, owner and oper- 
ator of Knocky Coid Farm, on Barr Hill. 
The farm consisted of 2,087 acres of land 
with only 27 acres of plow land. The re- 
mainder is hill pasture. The present 
Hyslop is the fifth generation of his family 
on Knocky Coid Farm. He winters 725 
blackface sheep and keeps 40 Galloway 
cows. He raises about 90 lambs per 100 
ewes. He does not feed the sheep. They 
graze on the hills the year around. He 
sells the male lambs in October at an 
auction. He has received 77 shillings 


each for the best of them. He sells black- 


face ewes at five years of age to farmers 
on the lowland farms for breeding pur- 
poses. In 1953, he received 97 shillings a 
head for them. He keeps about one- 
fourth of the ewe lambs for replenishing 
the flock. 

Mr. Hyslop’s shepherd dog deserves 
mention as a sample of a friend of man 
without which hill sheep farming would 
be very difficult if not impossible. We 
went with Mr. Hyslop to one of his sheep 
ranges. I wondered where his dog was, 
but this question was soon answered 
without being asked. We stopped at the 
entrance of a sheep range. Mr. Hyslop 
went to the back of his car, opened the 
luggage compartment and out popped a 
small black and white dog. Mr. Hyslop 
made a motion and may have said some- 
thing and the dog was off up the hill like 
a flash. The dog brought the flock down 
close to us in a compact group. When 
this was done the dog looked at his master 
who made a slight movement of the 
hand, the dog dropped down with his 
eyes on the sheep. The sheep did not 
stir. The dog seemed to know that he 
was master of the sheep. The sheep also 
seemed to recognize this fact. I imagined 
that the dog had a feeling of exultation. 


Hyslop’s Galloway cattle are all pedi- 
greed. He has both black and dun 
Galloways. ‘The duns are said to be 
hardier than the blacks. One dun cow 
lived to be 25 years old and continued to 
produce a calf each year. Hyslop sells 
some of his bull calves as store cattle in 
October. He had been getting £35 for 
them plus a £5 subsidy from the govern- 
ment for raising the calf and a £10 sub- 
sidy for keeping the cow. 

He has been getting 85 guineas each 
for his best young bulls for breeding pur- 
poses. He cuts some hay on the hills for 
cattle feed in winter, especially for cows 
near calving time. Mr. Hyslop holds 
the bracken in check by cutting it with a 
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small hand-guided machine with a power 
driven horizontal cutting blade. He 
said, “‘Cutting twice a year for eight 
years will kill bracken.” He said that the 
advantage of this machine over a scythe is 
that it leaves the stubble with a straight 
top cut that lets the water into the root, 
which helps to destroy the root. 

The Hyslop family had been tenants 
on Knocky Coid Farm for four genera- 
tions. They paid £250 annual rent. 
William Hyslop, the present operator, 
bought the farm for £6,000. 

We can not review the situation on all 
the British farms that we visited. ‘Those 
mentioned above are typical. But this 
article on food and land problems in 
Britain should not be brought to a close 
without giving a brief sketch of a Duke’s 
estate that we visited in England. The 
estate consists of 7,200 acres of land 
leased to 18 tenants, and 2,000 acres 
operated as a “home farm” by the Duke 
and his manager. ‘There is also forest 
land. The Duke of 1899 had much 
larger holdings, but death duties have 
taken a heavy toll. In the early 1920’s 
20,000 acres were sold to meet this de- 
mand for cash. 


The rents are, on the average, one 
pound per acre. The upkeep of the 18 
farmsteads, the cost of management, and 
the land tax absorb all of the rent. If 
the tenants were paying a full competitive 
rent the estate would yield a large net 
return but, with rare exceptions, com- 
petitive rent based on present returns in 
farming .are not being paid. The ex- 
perience of the 1920’s, when a severe 
depression followed the artificial boom 
created by World War I, deters many 
landlords from trying to force an increase 
of rents (although the 1948 Act does in 
fact provide a method of adjudicating 
rents) during what may prove again to 
be only a temporary improvement in 
farming prosperity. Furthermore, the 
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patriarchal nature of the landlord-tenant 
relationship on many of the great 
farming estates takes the edge off of the 
urge to relate rents to current farm 
incomes. 

The land farmed by the Duke is yield- 
ing a profit. During World War II the 
Duke brought under cultivation 1,000 
acres of land which had long been left 
idle except for hunting and shooting. On 
this estate, by rare chance, the lease of 
one farm was canceled. The landlord 
farmed that 500-acre farm for three 
years to put it in good condition. He 
then let it for three times the rent that 
had been paid previously. The new rate 
was a competitive rent. 

One result of the various forces affect- 
ing the man who farms the land in Great 
Britain is that whereas about 90 percent 
of the farmers were tenants in 1900, about 
35 percent owned the land they tilled in 
1950. The owner-operators constituted 
39.1 percent in England and Wales and 
24.7 percent in Scotland. But in terms 
of acres of land used for agricultural pur- 
poses and operated by owners the per- 
centage for England and Wales was 38 
in 1950 and that in Scotland was 42.6. 
In Scotland the percentage of owner- 
operators is very high on the large farms. 


The increase in the number of owner- 
operators is not looked upon in Britain 
as an unmixed blessing. The farmer 
who cwns the land he farms must 
pay for the repair of buildings and he 
must pay the land tax; also many farmers 
are paying interest on much of the pur- 
chase price of the land. In fact, the 
decline of the position of the landlord has 
withdrawn capital from the land which 
the farmer must replace or let the build- 
ings run down and farm the land less 
intensively. The conditions which retard 
increasing the intensity of culture on 
British farms have in some measure been 
counteracted by government aid. 
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The Agriculture Act of 1947 was de- 
vised to prevent a collapse of farm income 
by a system of guaranteed prices but, in 
a country where those who live by the 
land are outnumbered nineteen to one, 
there is obviously strong pressure to keep 
the cost of home-grown produce from 
getting out of line with that of imported 
food, no matter how low the latter may 
fall. 

There is evidence already that the 
urban consumer-voter is looking more 
critically at the cost of home-produced 
food than when it was a case of grow or 
starve. Nevertheless, there is some 
foundation for the view that an increase 
of rents, even under present conditions of 
declining prices, might stimulate greater 
production from British farms. The most 
efficient farmers can afford to pay an 
economic rent, i.e., one that will enable 
a landlord to maintain his estate with a 
reasonable return on his investment; and 
a general increase in rents may result in 
either a stimulation of the less efficient 
producer or his departure from the scene. 
In fact, such a development could pos- 
sibly play an important part in rectifying 
the stagnation of tenancies, which is a 





result of low rents and the present high 
degree of security under the Agricultural 
Holding Act of 1948, and in checking the 
tendency on the part of the landlords to 
sell their land. To the American this 
latter tendency may seem desirable but, 
under British conditions, there is a risk of 
farms being seriously short of working 
capital if too much of the operator’s 
money is tied up in land and buildings. 
It should not be inferred that the level 
of production in Britain is low. The 
average yields of the major crops are 
very much higher than in the United 
States, but, even if all farmers were 
brought to the level of the best, the 
British still would not be able to grow 
anything like all the food they need. 
How to pay for imported food is their 
other big problem. The point is that total 
production is small in relation to the need. 
Britain needs markets for her industrial 
products. If markets for their products 
can not be found which will enable the 
people of Britain to buy food from 
abroad, many of them will find it neces- 
sary to migrate to less densely populated 
countries where there is a favorable 
ratio of land to people. 
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The Changing Role of the Former Japanese Landlord 
By JOHN D. EYRE* 


6 tapaa past two years have witnessed a 

gradual reassertion of conservative 
policies, practices and attitudes in many 
phases of Japanese life. In urban areas 
evidence of this trend in industry and 
government is easy to document; the 
press alone reports a convincing number 
of cases. In rural areas, however, it is 
difficult to measure the change, even 
when intensive field investigations have 
been made.? 

At the time of the author’s arrival in 
Japan early in 1953,? well-informed gov- 
ernment officials suggested that one of 
the best ways of tracing rumored con- 
servative gains in rural Japan would be 
to investigate the economic position of 
the former landlord class, whose basis of 
existence was purportedly destroyed by 
the land reform of 1947. This group 
formerly exercised monopolistic control 
over village life and, if re-established, 
would threaten liberalizing gains won 
during the Allied Occupation. It was 
felt that the rural areas, long noted as the 
stronghold of conservative _ political 
strength and formerly most receptive to 
nationalistic appeals, still provided fer- 
tile soil for the flourishing of tradition- 
oriented social and economic controls. 

For these reasons village studies were 
undertaken in northern Honshu, a rela- 
tively poor agricultural region where the 
tendencies for conservative revival would 
be most likely. This proved to be a 
pioneer study, the first of its kind made 
since the advent of Japanese national 

* Department of Geography, University of Washington. 

1A general view of land tenure conditions after the land 
reform is presented in John D. Eyre, ‘Elements of Instability 
in the Current Japanese Land Tenure System,” Land 
Economics, August 1952, pp. 193-202. 

2 Field investigations in Japan during 1953-54 were made 
possible by funds granted by the Ford Foundation. The 


author bears sole responsibility for statements made and 
views expressed in this article. 


sovereignty. Village studies proved 
valuable for their rich personal contacts 
and for the wealth of data obtained both 
from informants and first-hand observa- 
tions. Individual interviews gave the 
best results; in general, the average 
Japanese farmer is an enthusiastic in- 
formant, ready to discuss most village 
affairs except for his intimate personal 
involvements. Group sessions were less 
successful, since the participants were 
inclined to strike a unanimous, compro- 
mise attitude about village conditions 
rather than to state conflicting opinions 
in public. Work in village and pre- 
fectural offices yielded a useful statistical 
coverage of many aspects of village life, 
but here, also, officials generally shrank 
from derogatory remarks about local 
conditions, even when conditions war- 
ranted them. Therefore, it was necessary 
to achieve a balance between the more 
formal view of conditions expressed at 
different administrative levels and the 
actual discussion of problems with farm- 
ers in the villages. 


Village studies indicated that rural 
conservative interests in the person of 
former landlords are decidedly on the 
upswing. In every case encountered, 
however, recent gains by former land- 
lords have been based upon income and 
prestige derived from sources other than 
the ownership and rental of agricultural 
land. Some have retained extensive 
forest holdings and have made large 
profits from the sale of lumber and char- 
coal during the postwar period. But, in 
the main, former landlords have turned 
to commercial and industrial interests to 
try to offset the loss of their agricultural 
land. Sounder economic footing thus 
achieved has put them in a better position 
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to throw weight in local and national 
politics, and to salvage their weakened, 
but not destroyed, position in the rural 
social hierarchy. 


Several important qualifications to 
these generalizations need be made. 
Rather than a uniform revival, there are 
many variations in the kind and degree 
of landlord gains, dependent upon the 
pre-reformed stature of the landlord, the 
means by which his fortunes are being 
revived, and local conditions. The con- 
servative trend is most marked in regions 
having the least industrialization, where 
there are a few economic alternatives to 
agriculture. It is also generally true 
that the larger a landlord was before 
the land reform, the more rapid his recent 
economic recovery. Few, if any, former 
landlords enjoy an economic status com- 
parable to that of pre-reform times, yet 
the trend is in that direction. ‘The many 
small landlords have been squelched 
effectively by the land reform, and have 
been unable to rise above the level of 
their independent farmer neighbors, 
many of whom were formerly tenants. 


An important consideration is whether 
the partial revival of the former landlord 
class infers immediate danger to the land 
tenure system currently in use. At this 
stage, with land regulation by govern- 
ment agencies still in force, the answer is 
negative. The sale, price and transfer 
of agricultural land is subject to control, 
and acreage ceilings curb undue land 
accumulation. Local surveillance is 
charged to village agricultural commis- 
sions and, while many of these organs are 
staffed with former landlords, illegal land 
transactions are too risky to try. But 
perhaps even more fundamental, agri- 
cultural land for rental purposes is 
currently not a worthwhile investment 
because of high land taxes, low tenant fees 
payable in cash, the high cost of land, 





and the control of rice marketing by the 
national government. 

The Homma clan’ of Yamagata Pre- 
fecture, a well-known former large land- 
lord, has been selected as a case study in 
which the process of landlord rise, de- 
cline and regeneration can be traced in 
some detail. Based on field investigations 
supplemented with extensive documen- 
tary evidence,‘ it enables a broad review 
of past and present rural conditions in 
one specific area, the mechanics of land- 
lord survival and some of the factors that 
will shape future developments. As the 
largest landlord in prewar Japan, the 
Homma have some unique features that 
distinguish them from other large land- 
lords. Yet, in the techniques of land 
acquisition, tenure arrangements, in de- 
pendence upon patronage and _tradi- 
tional arrangements as a basis of control, 
and in alliance with other powerful con- 
servative elements, the Homma conform 
to a readily recognizable landlord pat- 
tern. ® 

Shonat Plain Conditions 


The past and present status of the 
Homma clan has been determined in 





3 The greater Homma family, or Homma clan, is com- 
posed of a main household and 15 branch households, all 
residents of the city of Sakata. For the sake of brevity these 
will be treated collectively hereafter. 

‘Information concerning the Homma and Shonai Plain 
agrarian developments is scattered through a number of 
reliable Japanese source materials. The following sources 
have proven especially useful in this study: Yamagata 
Prefecture, Yamagata-ken Nochi Katkaku-shi (History of Land 
Reform in Yamagata Prefecture) (Yamagata: Yamagata-ken 
Nochi Kaitaku-ka, 1953); Isao Kamagata, Yamagata-ken 
Inasaku-shi (History of Rice Cultivation in Yamagata Pre- 
fecture) (Tokyo: Toyo Keizai Shinho-sha, 1953); and 
Division of Agriculture, Tokyo University, Shonat Densho no 
Nogyo Noson oyobi Seikatsu (Agriculture, Farm Villages and 
Life in the Shonai Plain Paddy Belt) (Tokyo: Iwanami 
Shoten, 1936). 

5 The case history of another super-landlord of northern 
Japan, who differed from the Homma in their open opposi- 
tion to the land reform is outlined in Agricultural Adminis- 
tration Research Group, Ministry of Agriculture and 
Forestry, Sen-chobu Jinushi Saito-ke no Tochi Shuseki Katei to 
Sono I-Son Maeyacht-son no Nochi Katkaku (The Process of 
Land Accumulation Used by the Saito Family of Maeyachi 
Village, Landlords of More Than 1000 Cho, and the Land 
Reform in Their Village) (Tokyo: Nosei Chosa-kai, 1952). 
One cho equals 2.45 acres. 
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Cartographic Lab. — Dept. of Geog. — U. of Wash. Pies 

Sketch map of the Shonai Plain. The location of the 
plain in Yamagata Prefecture and northern Honshu is 
shown in the insert to the left. Stippled areas are above 
250 meters elevation. 





Shonai Plain of Yamagata Prefecture, 
located along the Sea of Japan in 
northern Honshu. Five characteristics of 
the plain bear on the Homma develop- 
ment: compactness, semi-isolation, dense 
rural population, harsh climate, and rice 
specialization. ° 

Compactness and isolation work to- 
gether to make the plain a natural prize 
for a limited number of control factions. 
The plain is a compact alluvial unit 
measuring thirty miles north-south and 
fifteen miles east-west. Mountains and 
volcanic masses surround it on three 
sides, and high sand dunes stretch along 
its seaward edge. The isolation induced 
by topography has been reduced in 
modern times by rail transport, so that 
frequent contacts with other parts of 
Japan are provided daily. Yet the plain 
is sufficiently far removed from the 
urbanized, westernized core area of 


¢ Remarks are drawn from field observations supported by 
prefectural statistics and Masataro Nagai, Yamagata-ken 
Chishi (Regional Geography of Yamagata Prefecture) 
(Yamagata: 1942). 
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Japan to preserve much of its tradition- 
oriented personality. During the feudal 
period the entire plain was under the 
rule of one feudal family, the Sakai, who 
still reside in their former castle town, 
Tsuruoka. In modern times, since 1868, 
control of the plain’s life under a new 
economic and political system has passed 
to the Homma and a handful of other 
locally powerful families. 


Land hunger has been a bitter feature 
of Shonai life through the centuries, and 
all of the plain’s agricultural potential 
has long been realized. Because of 
over-crowding (17,128 households on 
92,445 acres of cultivated land in 1947) 
more than one-half the rural households 
till less than the five acres which is 
considered a minimum management size. 
Consequently, economic instability is a 
perennial handicap to improvement at- 
tempts and in bad crop years most farm 
families are hit hard. Under such con- 
ditions the average Shonai farmer has 
had no recourse in the past but to turn to 
the landlord and loan shark for his im- 
mediate salvation. Three-fourths of the 
farm households rented some land prior 
to the land reform. 


Agrarian advancement has_ been 
hampered further by limits imposed by 
climate and tradition, as seen in the 
inclusion of the plain within the eco- 
nomically unstable single-crop zone. 
Agricultural specialists claim that profit- 
able double-cropping is possible despite 
a heavy snow cover and poor drainage. 
The failure of farmers to follow their ad- 
vice is explained variously: heavy drain- 
age costs; shortage of labor during the 
busy fall season for tillage of double- 
cropped fields; unwillingness and eco- 
nomic inability to risk something new; 
and current satisfaction with government- 
stabilized rice income. This leaves the 
farmer dependent upon income from a 
single uncertain source, which in associa- 
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tion with his small acreage is further ex- 
planation of the widespread tenancy that 
existed prior to the land reform. 

Rice specialization has advanced to the 
point where rice occupies 94 percent of 
the cultivated land. In fact, the Shonai 
Plain has been dubbed o0-kome no kunt, 
“‘Jand of rice,”’ which in a country where 
rice culture is universal is a noteworthy 
accolade. Production has risen steadily 
during the modern period in response to 
improved seeds, fertilizer and cultivation 
techniques. On the average, however, 
the Shonai farmer, with his small single- 
cropped holdings, is poor by Japanese 
standards. If ranked nationally, his 
economic level lies somewhere between 
that of the more prosperous farmer of 
western Japan and the level of more 
backward parts of the single-crop zone 
of northern Honshu. 


Rise of the Homma 


Like many other Yamagata landlords, 
the Homma trace their origins to early in 
the feudal period.? Long before the 
opening years of modern Japan they had 
accumulated extensive Shonai land hold- 
ings, and were in excellent position to 
consolidate their position after the col- 
lapse of the feudal order.* Considering 
the deep historical roots of the family, it 
is not surprising that much of the 
Homma’s success in the modern period 
has been realized through continuation 
of practices strongly reminiscent of those 
of feudal times. 

The Homma have always been success- 
ful merchants, though on a modest 
scale, and from the time of their appear- 
ance in Sakata in the seventeenth 
century were able to influence fief poli- 

7 An investigation made in 1925 showed that of 57 Shonai 
landlords owning more than 50 cho, 26 had begun to amass 
land during the feudal era. 

8 The feudal era, often referred to as the Tokugawa Period, 
was 1600-1867. In 1868, the Emperor Meiji came into 
power and gave his name to the period of his rule, 1868-1911. 


From 1868 to the present is generally considered Japan’s 
modern period. 





cies and to reap personal gain. The 
founder of the present clan came from 
Echigo Province® and built up a pros- 
perous rice shipping business. Homma 
fortunes skyrocketed after the opening 
of an all-sea shipping route to Osaka in 
1671, thus permitting large rice shipment 
directly to Osaka and Edo (Tokyo) 
markets. 


In contrast to Homma prosperity, 
Sakai, the feudal lord, was gradually 
falling into debt through luxurious living, 
forced expenditures at the capital and 
unsuitable agrarian policies. After 1700, 
the Sakai had to rely upon loans from the 
Homma and other rich Sakata mer- 
chants. By the time of the third Homma 
generation these loans led to direct 
family involvement in the financial 
affairs of the Tsuruoka fief, and culmi- 
nated in the appointment of Homma 
Kokyu as manager of fief economic 
activities. Continuing in this capacity 
after the middle of the eighteenth cen- 
tury, the Homma were made responsible 
for the collection of feudal rents, a duty 
discharged willingly because it guaran- 
teed repayment of at least a portion of the 
Sakai indebtedness. 


The Homma also made use of their 
administrative and financial power to 
accumulate tenant properties by various 
means. Cultivated land was purchased 
from impoverished farmers or, more 
commonly, was seized for non-payment 
of loans made during depressed times. 
Another device to expand clan holdings 
was the reclamation of poorly drained 
lands. In return for the investment of 
funds needed for engineering works, the 
Homma were granted the right to collect 
tenant fees from new paddies. With all 
land transactions forbidden by feudal 
law, the Homma’s free hand in land 
acquisition and manipulation was elo- 


® Now Niigata Prefecture. 
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quent proof of the transfer of economic 
reins from feudal lord to merchant. 

The ownership of tenant properties 
acquired during the feudal era was 
legalized under the Meiji government 
after 1873. The Homma gradually in- 
creased their holdings during the modern 
period until a peak was reached in 1925. 
In that year, the Homma held 4900 
acres operated by 3000 tenants. After 
1925 tenant acreage decreased and was 
finally lost in its entirety when the 1947 
land reform was set in motion. Through- 
out this long history the total size of 
Homma holdings has been conditioned 
by economic conditions and government 
policy. Successive years of bad crops 
brought increases in the acreage owned 
and rented, while prosperous years re- 
sulted in slight decreases. Between the 
two world wars some Homma acreage 
was requisitioned for several limited land 
reform attempts by the national govern- 
ment, but eventually found its way back 
into family hands. The following figures 
show holdings of the Homma main house- 
hold at selected stages during the past 
century.?° 


acres acres 
1860... .3345 1926....4255 
1877... .3313 1929....4445 
1897... .3795 1931... .3868 
1907... .3673 1936... .3030 
1916... .3893 1941... .2858 
1921... .4093 1946... .2470 


Wartime and postwar taxes forced the 
sale of substantial acreage after 1941. 
Even so, at the time of the land reform in 
1947, the Homma main household owned 
2500 acres, and branch households about 
half that amount. 

The Homma have always had a high 
regard for land improvement and the 
betterment of agricultural techniques in 
order to increase rice production on their 





10 Figures received from Yusuke Homma, acting head of 
the main Homma household. 
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properties. During the feudal era they 
constructed rice warehouses for the 
storage of rice reserves and pushed land 
reclamation and improvement. Main 
emphasis during the modern period has 
been on land improvement, wider use of 
fertilizers and improvement of production 
efficiency. During the period 1887-1910, 
the Homma pushed land improvement 
with government subsidies. Broad 
stretches of Shonai paddies were re- 
aligned in an efficient rectangular grid, 
and modern irrigation and drainage fa- 
cilities introduced. An outstanding agri- 
cultural specialist hired by the Homma 
bought about increased use of animal 
labor and improved many steps in 
paddy cultivation. Later years have 
seen continuing, though less _spec- 
tacular, agricultural development work a 
standard feature of Homma operations. 
Many of the improvement measures 
have been possible because of the large 
size of Homma holdings, which, whea 
combined with those of friendly interests, 
permitted economical and uniform im- 
provement works on a large scale. 


The success of Homma improvement 
projects has left its stamp on the Shonai 
Plain. Whereas in feudal times the 
plain was known for its crop failures as 
well as large rice production, by 1910 it 
had become the most stable and most 
scientifically managed parts of the nor- 
thern single-crop zone. Prefectural pro- 
grams along Homma lines also brought 
Yamagata rice production efficiency to a 
position of regional leadership. 


Advances in agricultural productivity 
are certainly a tribute to the skill of the 
Homma and to their continuing desire to 
improve land conditions. The Homma 
contend that their moves have been 
altruistic, in keeping with a clause in the 
family code that calls for devotion to the 
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cause of improving tenant life.1' How- 
ever, there has not been a betterment in 
the income and general living conditions 
of the average Shonai farm family in 
proportion to increases in land produc- 
tivity. It is the conclusion of many na- 
tive observers that Homma _ develop- 
ment work has been a form of long-range 
investment designed to improve family, 
and not tenant, incomes. Despite 
Homma claims of good works, paddy in- 
come, not human welfare, has been the 
primary consideration. 


Homma philanthropies have also been 
a feature of Sakata affairs, as expressed 
by a hospital, temple and a _ library 
specializing in local history. An educa- 
tional foundation also makes university 
training possible for a few worthy Shonai 
youths. 


An important consideration in the 
Homma rise was that they were without 
serious opposition from other quarters of 
the Shonai Plain. Spontaneous rice riots 
of the feudal era were not succeeded by 
strong farmers’ organizations until as 
late as 1919-20, when labor-manage- 
ment and landlord-tenant disputes were 
a nation-wide phenomenon. Even since 
then Shonai unions have failed to gain 
enough strength to cope with conserva- 
tive forces, so that economic grievances 
remained little modified. Post World 
War II village agricultural cooperatives 
are undoubtedly the best organs yet to 
appear in defense of farmer interests. 
But their operations fall short of desired 
goals because of a shortage of funds, 
farmer distrust of government-sponsored 
organizations and resultant half-hearted 
support, and spirited merchant competi- 
tion for the farmers’ business. 

11 Other family virtues to be practiced are: public works, 


charity, marriage for values and not for wealth, improvement 
of mind and body, and improvement of agriculture. 


Homma Tenancy System 


Properties leased by the Homma were 
scattered about every village and town’? 
of the three counties of the Shonai 
Plain,!* which gave rise to inherent man- 
agement difficulties. The collection of 
tenant feesin rice twice a year, settlement 
of minor tenant disputes, handling of 
claims for rental reduction in bad crop 
years, encouragement and advice to 
tenants on how to improve production, 
and a host of allied demands made direct 
administration from Sakata cumbersome, 
if not impossible. Therefore, the Homma 
resorted to a decentralized tenancy sys- 
tem in which village representatives 
managed their interests.'4 In practice, 
the system incorporated many features of 
social and economic arrangements of the 
feudal era. 

The local administration of Homma 
properties was entrusted to two types of 
representatives, the taya and sanin, who 
together in 1945 totalled about 65 house- 
holds. Both types performed essentially 
the same functions, yet differed in their 
arrangements with the Homma. 

The taya were the smaller and more 
favored group, and, as the first Homma 
representatives installed in the villages, 
they enjoyed hereditary rights to their 
office, much like warrior retainers in the 
feudal hierarchy. Besides their com- 
mission for rice collections, the taya re- 
ceived a house and one-fourth acre of 
rent-free land from the Homma. The 
sanin, like the merchants under the 
feudal order, were later arrivals and had 
to settle for straight rice commissions. 


12 Village is the nearest English equivalent for the Japanese 
mura, which is the smallest formal administrative and statis- 
tical unit in Japan. The mura is an areal unit composed of 
a varying number of settlements and surrounding land. 
Settlement (buraku) records are kept at the village office. 
The Japanese town (machi) generally includes both a large 
settlement and some farming buraku. 

13In 1953 there were 67 towns and villages in the three 
counties. 

16 History of the system is given in Kamagata, op. ctt., pp. 
391-408. 
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Both groups had strong incentive to 
strive for higher rice production on 
tenant properties and for prompt de- 
liveries of their collected quotas to the 
Homma. Many of the representatives 
were also Homma tenants. 

Despite its Homma bias, an interview 
with Yamada,'* a former sanin, revealed 
operational details of the Homma ten- 
ancy system. Yamada was one of four 
Homma representatives in his village, 
and collected rentals from tenants culti- 
vating 59 acres of land. In good harvest 
years the collection of rentals paid in 
rice was no problem; tenants knew how 
much was due and delivered it to his large 
private warehouse. Bad crop years, how- 
ever, brought insistent tenant demands 
for lowered rentals, in which case one of 
the Homma would make a personal in- 
vestigation to see if the demands were 
valid. Sometimes good tenants in tem- 
porary financial straits were permitted to 
pay back rentals gradually over a period 
of years. Never in Yamada’s experience 
did a tenant demand lower rental in a 
normal crop year. In fact, tenants 
“prayed for Homma good health be- 
cause of the kind treatment accorded 
them.” 


Both types of representatives held 
formal membership in a Homma-directed 
organization and met with their employer 
from time to time. This organization 
still exists on an informal basis, even 
though the reason for its existence has 
been wiped. out. In spring and autumn 
the former representatives meet with the 
Homma as a group “to talk over the 
latest developments in agriculture,” and 
at New Year’s there is still the tradi- 
tional exchange of gifts—black beans from 
the Homma and rice wine from the 
representatives. Thus, the Homma have 
succeeded in retaining the loyalty of an 


18 Ficticious names are used for persons interviewed in the 
villages. 
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influential body of farmers at the ebb 


point in family fortunes. Most of the 
representatives proved astute enough to 
retain or obtain maximum land holdings 
at the time of the land reform in 1947, and 
so are in a relatively good economic posi- 
tion. Some have village administrative 
posts gained through their earlier business 
experiences, political connections and 
superior education. For example, one 
of the former representatives interviewed 
owns eight acres of paddy, two and one- 
half acres of upland fields, and is the full- 
time chairman of the influential agri- 
cultural commission in his village. 


The most striking fact revealed in in- 
terviews with Shonai farmers was their 
apparent willingness to tolerate, or their 
unwillingness to object to, prevailing 
high rentals prior to the land reform. 
Only during occasional bad crop years 
were rentals less than forty percent of the 
rice harvest, a Shonai average exceeded 
only by the small landlords intent upon 
draining their few tenants dry.’® Forty 
percent of the harvest was apparently an 
arbitrary amount determined by the 
maximum the traffic would bear, rather 
than representing a modest profit added 
to the costs of land ownership. The de- 
livery of such a disproportionate share of 
farm production to the Homma and other 
landlords was a severe drain on the 
meagre resources of the average tenant. 
Even with increased rice production 
there was little improvement in tenant 
living conditions. © For this reason, it 
seems clear that Homma _ benevolence 
was purchased by their tenants at a high 
price. The Homma were always in a 
position where a modest reduction of 
their tenants’ rentals, which would have 
benefited the tenants and still permitted 
the landlord a good life, could have set 

16 Even forty percent was a modest figure compared to the 


seventy-five percent charged Homma tenants in 1887. 
This figure is mentioned in Kamagata, of. cit., p. 400. 
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in motion a trend changing tenure ar- 
rangements in many parts of Japan. 


Impact of the Land Reform 


More than two centuries of fame as 
Japan’s largest landlord were terminated 
in 1947 by the national land reform pro- 
gram.'7 Homma holdings were requisi- 
tioned by the nation for sale to cultivat- 
ing tenants, leaving only ten acres in 
family hands. More drastic than the 
actual reduction in Homma landholding 
power, the land reform brought about 
the first sharp changes in the tradition- 
bound economic and social arrangements 
that had persisted in the Shonai Plain 
since the feudal era. Responsible 


Japanese and American officials hoped 
that after this pronounced interruption 
in tradition many phases of rural life 
could be modernized and improved. 
This entailed the curbing of former 
power elements, such as the Homma and 


their representatives, as well as_ the 
strengthening of a more vigorous, inde- 
pendent farmer group. It was hoped that 
the latter group would be the chief 
instrument in stimulating more demo- 
cratic village economic, political and 
social practices. 

An appraisal of events in the Shonai 
Plain since the hopeful days immediately 
after the land reform, when the Japanese 
press applauded prospects of the “re- 
construction of village life,” indicate that 
actual developments have been counter 
to the desired objectives. 

Stripped of their economic base by 
the land reform, the Homma and other 
large landlords have resorted to industrial 
and commercial enterprises to replace 
income derived formerly from agri- 


17 For details of the land reform program consult Laurence 
I. Hewes, Jr., Japanese Land Reform Program, General Head- 
quarters Supreme Commander for the Allied Powers, 
Natural Resources Section Report 127 (Tokyo: 1950). 
Also useful is the English version of aschool text issued by the 
Ministry of Education: Ministry of Agriculture and Forestry, 
Agricultural Land Reform in Japan (Tokyo: 1952). 


culture. It is still too early to evaluate 
their ultimate success in recouping eco- 
nomic losses, but their present situation 
is best described as far poorer than in the 
pre-reform period and yet strong enough 
to guarantee some degree of local eco- 
nomic dominance. Taxes, the biggest 
Homma headache aside from the land 
reform, have necessitated drastic meas- 
ures. The Homma rented their main 
house in Sakata to the city for municipal 
use, converted another family mansion 
into an art museum, sold stocks in the 
Homma bank, and discontinued lavish 
contributions to Shonai charities. 


The main Homma income is now 
derived from shares held in a Sakata 
fertilizer factor, and from sale of the 
fertilizer and other agricultural goods by 
the Homma trading company to Shonai 
farmers and cooperatives. The ten 
acres of paddy retained after the land 
reform have been developed as a private 
agricultural experimental station. Fur- 
ther, it is claimed locally that the co- 
operation of former Homma representa- 
tives and the reduction of fertilizer prices 
lower than those of the agricultural co- 
operatives have been important means 
of expanding Homma business through- 
out the Shonai Plain. In all fairness to 
the Homma, it should be said that much 
of the criticism levelled at their economic 
organization and practices comes through 
jealousy of their business astuteness. 
The important fact is that the Homma 
are finding ways to regain some vestige 
of their former economic strength. 


An additional source of Homma in- 
come is from 980 acres of forest land left 
after purchase of an equal acreage in 
1947 by the government for land develop- 
ment. The past few years have also seen 
the first overt Homma participation in 
local politics. The head of one of the 
branch families is now the mayor of 
Sakata, and according to local accounts 





ROLE OF FORMER JAPANESE LANDLORD 


won by a landslide once his candidacy was 
backed by the entire Homma family. 
Previously, the family was content to 
remain aloof from direct political partici- 
pation, preferring instead to pull strings 
behind the scene. Direct involvement 
in Sakata politics now has the attraction 
of additional income and the opportunity 
to wield greater direct influence in local 
affairs. 

Although the Homma economic focus 
has shifted to agriculture, they still main- 
tain interest in agrarian conditions and 
oppose the land reform in principle. 
Homma objectionsto the !and reform legis- 
lation in 1947-48, cited the failure of earlier 
land purchasing programs by the govern- 
ment and the resultant lack of farmer 
confidence in such improvement at- 
tempts, the general farmer preference for 
tenancy because of the security it pro- 
vides, and the low prices paid by the 
government for requisitioned land.'® 
These shortcomings, they felt, were 
enough to guarantee ultimate failure of 
the land reform. It was Hcmma belief 
that ‘‘good landlords have made in the 
past and will make in the future great 
contributions to the agricultural economy 
of Japan.” 

During a 1953 interview, Homma com- 
plaints centered on the lot of the small 
farmer under reformed village conditions 
—his small, uneconomic holdings; lack 
of security in bad crop years; and poor 
management of his income and govern- 
ment support funds. They felt that the 
farmer isnow much more prosperous and 
happier than at any earlier period but 
considered present conditions temporary 
and due to stable, goverrment-con- 
trolled rice prices and not to permanent 
economic changes made by the land 
reform. 

Homma complaints were checked in 
some detail in other interviews with 


18 Described in Wolf I. Ladejinsky, ‘‘Landlord vs. Tenant 
in Japan,” Foreign Agriculture, June 1947, pp. 83-88. 
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former tenants in a number of Shonai 
localities. As much as anything, these 
interviews showed the complexity of 
village economic classes, with correspond- 
ing differences in living standards and 
opinions concerning future prospects. 
The medium farmer, operating five 
acres, and the larger farmer are generally 
better off than before the land reform, and 
feel that they have sound enough eco- 
nomic base to remain free from perpetual 
debt by living frugally. However, the 
small farmer cultivating less than five 
acres is in financial distress. His plight 
is significant because his class includes 
more than one-half the Shonai farm 
households. Most of the small farmers 
were once tenants and, although delighted 
with the chance to own their own land, 
are fearful of the future. 


To illustrate the difficulties of the 
small farmer, the struggles of Sato are 
typical. Sato now owns two and one- 
half acres of paddy, of which two acres 
were rented formerly from the Homma 
and the remainder from a smaller village 
landlord. At the time of the land reform 
he seized the chance to buy all the rented 
land, and thanks to several profitable 
years after the war was able to pay off 
the purchase price in full. Since then, 
however, his financial position has 
worsened because of the limitation of his 
income by his small land holdings, in- 
creased taxes, higher fertilizer prices, and 
the general rise in living costs due to 
postwar inflation. 


Sato’s standard of living is low: simple 
food, few luxuries, a dilapidated house 
and barn, and three small children to 
rear. Virtually all of his income is de- 
rived from the sale of his one rice crop 
in the fall. By repaying his loans from 
the village agricultural cooperative at 
harvest time and settling his tax bill 
shortly after the first of the year, his 
funds are exhausted by March. From 
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then until the next October, Sato must 
exist on further borrowing from the 
agricultural assistance funds provided by 
the government and distributed through 
the agricultural cooperative. Without 
this trifling aid, or even with a smaller 
assistance grant, he would be in the 
same distress as before the land reform, 
and without the security once extended 
by the landlord. Since it is impossible 
to acquire additional land and thereby 
gain greater economic security, Sato felt 
that he and his kind have much to fear. 
The future reveals nothing but the 
promise of indebtedness and, if the 
government aid is reduced and land 
transactions liberalized, certain reversion 
to tenancy. 


Relations With Sakai 


Critics of present Shonai conditions 
seldom fail to mention the value tothe 
Homma of long-established relations with 
other conservative groups in their com- 
mercial and political ventures. Ties with 
the Sakai family of Tsuruoka, which date 
from the Homma beginnings in the 
feudal era, are especially valuable. Both 
families have worked well together dur- 
ing their long, informal alliance. The 
Sakai have not enjoyed the same degree of 
material prosperity as the Homma but, 
as one of the largest Shonai landlords and 
with the prestige of their noble origins, 
have remained the leading family of 
Tsuruoka. Through a series of judicious 
moves during the past few years, they, 
too, have recouped some of their land 
reform losses and are busy consolidating 
family strength in urban and rural 
circles. Concerted action by the Sakai 
and Homma, often rumored but never 
proven, would go far toward making the 
Shonai Plain a closed shop for their 
mutual interests. 


The economic growth pattern of the 
Sakai is similar to that of the Homma 


during the modern period. In 1871, the 
Sakai undertook a large-scale land de- 
velopment project at Matsugaoka, a 
short distance from Tsuruoka, for the 
benefit of former warrior retainers im- 
poverished by the new economic and 
social order. Subsequently, the promo- 
tion of sericulture along the waterccurses 
and inner fringes of the plain met with 
such success that a silk spinning factory 
was built near Sakata. Another Sakai 
enterprise, a bank, later merged its 
assets with those of the Homma and 
others tc form the Shonai Bank. Even 
more important in extending their local 
economic controls was the erection of a 
chain of rice warehouses at major rail- 
heads throughout the plain once the 
government had completed rail lines to 
Osaka and Tokyo later in the modern 
period. These warehouses gave the 
Sakai a monopoly on the storage and 
handling of Shonai rice. 


Land as an investment was not over- 
looked. The leasing of 415 acres of agri- 
cultural land acquired during the land 
transfers of the early Meiji Period estab- 
lished the Sakai as one of the plain’s larg- 
est landlords. One-fourth of this acreage 
was purchased by the government for 
the sale to tenants prior to 1947, but even 
then three hundred tenants cultivated 
Sakai land. The land reform reduced 
family holdings to one and one-half 
acres, so that principal income must now 
be derived from the manipulation of 
stocks, warehouses and the bank and 
silk spinning factory. High taxes and 
the loss of their income from land have 
forced the conversion of the Sakai family 
home into an art museum. Echoing 
Homma statements, the Sakai declare 
the museum “‘adds to the cultural life of 
the community,” neglecting to mention 
tax reductions on the property and paid 
admissions as incentives for its operation. 
When interviewed concerning their views 
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of the land reform, the Sakai felt it was 
“very good because it reduced class 
differences, but deplorable because now 
the poor farmers have lost the services of 
the landlord in depressed times.” 


Postwar financial setbacks have not 
had a lasting impact on the Sakai power 
position. Immediately prior to the war 
the warehouse chain was turned over to a 
company composed of former retainer 
families, which now rents storage space 
to village agricultural cooperatives. De- 
spite this transfer of ownership, which 
rumor attributes to tax evasion, the Sakai 
still receive an income from warehousing 
operations. ‘Ties with members of the 
warehousing firm and with families settled 
on land reclaimed by the Sakai are com- 
plemented by a body of Shonai “honest 
farmers” that meets under Sakai auspices 
several times yearly for lectures on ‘’ad- 
vanced agricultural technique, morals 
and religion.” The reclamation office 
at Matsugaoka also includes a small train- 


ing center for young farmers operated 


along prewar lines. The tone of the 
school is set by its director, once head ofa 
“farmer-warrior” school. Youths in at- 
tendance during the winter months are 
indoctrinated with traditional Japanese 
ethics and are made aware of Sakai 
benevolence before returning to their 
home villages. In city affairs, a Sakai 
relative is the mayor of Tsuruoka. 


Relations between the Sakai and 
Homma are informal and difficult to 
ascertain with any accuracy. Perhaps the 
most tangible expression of inter-family 
cooperation to date is in the joint promo- 
tion of Homma fertilizer sales. There is 
no doubt, however, that in most im- 
portant local issues the opinions and in- 
terests of the two families are identical. 
Both have as their goal restoration of 
their prewar economic position, and 
even a minimum amount of cooperation 
will be a step in that direction. 


Future Prospects 


Even if the present trend toward con- 
servative revival continues, overall rural 
change will be gradual. It might be 
accelerated by a national depression or by 
the sudden relaxing of governmental 
controls over land and rice. Therefore, 
developments in rural Japan will merit 
close scrutiny in the years ahead in 
order to determine more accurately the 
character and direction of change in 
village economic, political and social life. 

Japanese-American policies will con- 
tinue to have a bearing on the changing 
economic and social climate of rural 
Japan. During most of the Occupation 
liberal elements were encouraged and 
were given support at the expense of 
conservative groups as the major means 
of achieving some semblance of village 
democratization. Checks on landlordism, 
strengthened village agricultural coopera- 
tives, purge of objectionable reactionaries 
from public life, greater freedom of the 
press, and other moves supported the 
liberal cause. During the past few years, 
however, American policy toward a 
sovereign Japan has shifted its emphasis 
abruptly to re-militarization and anti- 
Russian alignments. 

Rural conservatives have not hesitated 
to bend the American policy shift to their 
advantage. ‘‘All landlords and other 
conservatives are now strongly pro- 
American,” and ‘Americans and 
Japanese conservatives are now fighting 
for the same cause” were the ways in 
which two former Shonai landlords 
summed up their feelings. If resurgent 
militarism is in its prewar image it will 
require a large body of sturdy young 
farmers imbued with nationalistic ardour 
and accustomed to traditional social 
controls. Given this need and the con- 
tinuing political pressures exerted by 
powerful conservative groups, the govern- 
ment is unlikely to further the liberal 
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causes nurtured by SCAP. In _ the 
Shonai Plain, for example, it is already a 
common tactic to fasten a “‘leftist’’ label 
indiscriminately on anyone trying to 
oppose local conservative interests. This 
trend bodes ill for Shonai individuals 
and organizations desirous of maintaining 
liberal gains of the postwar period. 
The preservation of liberal gains in 
rural Japan is dependent upon continued 
governmental interest in rural welfare 
and strict supervision of present econ- 
nomic controls Relaxation of one or 


more of the regulations protecting the 
rights and interests of the individual 
farmer and the cooperatives will be 
enough to weaken the entire protective 


structure. On the one hand, it can be 
reasoned that the increasingly conserva- 
tive character of the national govern- 
ment and its policies makes such dis- 
astrous decontrol a certainty. On the 
other hand, however, in such an eventu- 
ality the possible emergence of a well- 
organized agrarian movement capable of 
preserving present land policies cannot 
be overlooked. 

The Homma and other former large 
landlords can well afford to await later 
developments. They will be ready to 
profit, either in their familiar role of 
landlord, or as merchants and politicians 
monopolizing important segments of vil- 
age life. 
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Mechanics of the Urban Economic Base: 





The Concept of Base Ratiost 
By RICHARD B. ANDREWS* 


| ipa ENSIFIED urbanization through- 
out many parts of the modern world 
has brought city planners and social 
scientists to a greater realization of the 
need for a more complete understanding 
of the economic forces which represent 
the foundation of urban growth and 
change. The concept of the urban eco- 
nomic base is one of the cornerstones of 
the planner’s economic understanding. 
According to present thought the urban 
economic base represents those activities 
of a community which export goods, 
services, or capital to consumers whose 
sources of payment for purchases from 
the community are outside the economic 
area in question. The base of each com- 
munity has an economic complement 
commonly referred to as service activity. 
Service activities are those which market 
their goods, services, or capital to pur- 
chasers whose sources of payment are 
within the economic community. Their 
transactions are of an internal character 
as compared to the external transactions 
of the economic base. Few activities 
from an organizational point of view are 
pure base or pure service; in short, they 
are, typically, mixed. 

The city planner’s interest in the base 
and service activity data of his com- 
munity is three-fold. On the one hand, 
data relative to these principal economic 
cogs give him improved understanding of 
the urban economic machine with which 
he is working. In another sense, base 
and service data have at least potential 
utility in predicting the economic course 





{ This article represents the first in a final sub-series, 
within the broader series on the economic base, which is 
concerned with the nature of base ratios but particularly 
with the operation of these ratios in the typically dynamic 
urban economy. 

* School of Commerce, University of Wisconsin. 





and health of the local economy under 
conditions of change whether those con- 
ditions find their explanation in external 
or internal causes. Finally, to shift the 
metaphor, it might be said that the base 
and service segments of the economic 
community represent control dials which 
can be consciously manipulated to obtain 
desired quantitative and qualitative eco- 
nomic results. 


It is the immediate purpose of this 
paper to present an outline statement of 
the base ratio theory. This theory is 
concerned with the nature of the eco- 
nomic inter-relations of base and service 
elements and with the inter-relation of 
these elements separately and combined 
with total community population. In the 
process of making this statement the dis- 
cussion will touch specifically on the 
causes of ratio differences among cities, 
the assumptions which appear to under- 
lie the theory, and the difficulties of 
identifiying a normal or typical set of 
ratios for a particular community. 


Explanation of the Base Ratio Theory 


The idea of arithmetic ratios, which 


found its first clear cut and explicit state- 


ment in the writings of Homer Hoyt, has 
not been greatly expanded or refined.! 
Early observations by Hoyt indicated 
that, when using employment as a 
measure, there occurred a ratio between 
the basic and service activities of cities 
that appeared to be about one to one. 
Upon further investigation he discovered 
that this ratio was actually a variable 
rather than the constant which he had 


1 Arthur Weimer and Homer Hoyt, Principles of Urban 
Real Estate (New York: The Ronald Press Co., 1939). 
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at first observed.* This refinement of 
the original Hoyt theory suggested that 
under a variety of internal economic 
arrangements the base-service ratios of 
cities differed among themselves within 
a rather narrow range of whole numbers 
and fractions thereof; that is, 1 to %, 1 to 
1,1to1%,1to2,1to3etc. In this ratio 
arrangement it can be observed that the 
base activity component is always com- 
puted as a constant, or unity, while the 
service activity element is the one which 
fluctuates around the base component or, 
more precisely, is an economic function 
of it. 

Whereas it was not explicit in Hoyt’s 
early statements on the ratios, later appli- 
cations of the concept made the point 
that the ratio of base to service employ- 
ment varied for different urban areas at 
different times. However, it has been 


assumed all along that in each com- 
munity a ‘‘normal”’ ratio exists of between 


1 to 1 and 1 to 2.8 

Hoyt’s thinking on the urban econorhic 
base and specifically on the base-service 
ratio further implied a relation of the 
ratio to the total population of the city in 
question. It is this specific relationship 
which is so important to the city planner 
in his thinking on problems of public 
works planning, zoning, and so forth. 
The idea is well expressed by the Detroit 
City Plan Commission when it points out 
that, “‘there is a somewhat constant rela- 
tion between the size of the labor force 
and the size of the population which it 
supports. The supportable future popu- 
lation may, therefore, be computed pro- 
vided the future employment can be 
estimated.” It is to be noted that this 
conception introduces the base and 


? Letter from Homer Hoyt to the author dated Jan. 8, 
1953. 

3 National Capitol Park and Planning Commission, 
People and Land, Monograph No. 2, Washington, D. C.; 
June 1950, p. 10. 

4 Detroit City Plan Commission, Economic Base of Detroit 
(City of Detroit, 1944), p. 5. 


service activities in a combined role 
equivalent to total community employ- 
ment rather than in the ratio relation 
previously under discussion. 

There is, currently, more known of the 
ratio between total community employ- 
ment and population than is known of 
the base-service ratios since the data for 
the former relationship are readily avail- 
able in most cases and are frequently 
employed in other types of economic 
studies. The typical ratio of total com- 
munity employment to total community 
population in this country is about 1 to 2. 
Speaking more precisely the percentage 
range of employment in the total of a 
community’s population is characteristi- 
cally between 40 and 50 with a strong 
tendency toward the 45 percent point. 

What base ratio theory has done is to 
combine the thought behind the base- 
service ratio with the total employment- 
population ratio concept. | When these 
two relationsips are combined into a 
single set of ratios then the economic base 
assumes a key position in a set of eco- 
nomic reactions that provide the clue to 
quantitative and qualitative changes in 
population. 

The complete set of ratios which have 
thus far evolved from investigation of, and 
thinking on the subject appear as follows: > 


B:S 1:2 
B:TE 1:3 
TE:TP 1:2 
B:TP 1:6 


It must be re-emphasized before pro- 
ceeding that these ratios in terms of the 
figures employed represent only typical 
conditions within an urban economy. 
Consequently, deviations from this aver- 
age sample can and should be expected as 
the analyst shifts his center of attention 
from city to city. The causes of these 
deviations represent a considerable por- 


5B = basic activities; S = service activities; TE = total 
employment or B + S; TP = total community population. 
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tion of the general explanation of the 
relation of an urban economy to its base. 
For that reason a short span of comment 
apropos of this idea is warranted by way 
of providing additional background to 
the ratio concept. 


Causes of Ratio Differences Among Cities 

The causes of base ratio differences 
among cities are so numerous and have 
so many devious yet interconnected re- 
lationships that only a few representative 
situations will be described here. 

The nature of the economic base itself 
is the central source cf explanation of 
ratio differences. If, for example, the 
question relates to the fact that the B toS 
relation in Washington, D. C. is 1 to 2 
as compared to 1 to 1 in Scranton, Pa., 
it may be answered by pointing to the 
fact that Washington’s clerical, heavily 
female population is in sharp contrast to 
Scranton’s heavy extractive, male popu- 
lation. Government service and com- 
merce of the high order found in Wash- 
ington represents its base and explain the 
sociological pattern of incomes, sex, age, 
marital status, religion, and education 
found there, which in turn explain the 
highly developed level of demand for 
service activities particularly in the forms 
of shopping goods, personal services, and 
recreation. This contrasts with the base- 
determined social pattern of Scranton 
which yields a less active demand for 
service activities. This line of reasoning 
might be supplemented by a closer ex- 
amination of base-income effects on 
service activity and of the demand pat- 
terns of those persons within the service 
activity category itself. 

Yet another important factor con- 
tributing to ratio differences is geographic 
location. This factor is a more appro- 
priate explanation of differences within 
economic regions than between regions. 
Specifically, to take an extreme example, 
the S factor in a metropolitan area suburb 


might be as low as 1 to 4% (BtoS). This 
situation could be explained by the fact 
that the demand for service activities in 
the suburb is abnormally Jow due to the 
competitive geographic position of the 
suburb relative to the central city to 
which all members cf the suburban 
commuter-community may have easy 
access. This same competitive relation- 
ship might also exist as between closely 
situated cities of more equal size. How- 
ever, in the latter case, the disparityof com- 
petitive strength would be less marked; 
consequently the ratio difference would 
be less extreme than in the example of 
the suburb. 


Regional economic cycles may con- 
tribute more light on the reason for ratio 
differences among cities. Here is sug- 
gested the situation in which the city of a 
region in depression or recession is com- 
pared to a city in a region where eco- 
nomic conditions are far sounder. If a 
judgment of ratios is made on the basis of 
data taken at only one time, the two 
cities may show striking ratio differences 
despite the fact that the economic bases 
and social patterns are very similar. 
Differences of this sort would be re- 
duced or disappear in the event that an 
attempt were made to analyze the two 
cities at or near their economic norms or 
at comparable cycle points. 


In this same connection it may be 
observed that the general status of the 
national economy (or of a _ regional 
economy) may, in the short run, influence 
TE, and therefore its ratio relation to 
TP, while the ratio relationship of B to S 
and B to TE or TP may remain the same. 
On the other hand, it should be em- 
phasized that conditions of inter-regional 
trade and the competitive status of area 
locational factors, while tending to 
change the absolute volume of individual 
ratio components. need not always cause 
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change in any of the originally observed 
ratio relationships in the long run. 


An extension of these ideas as they 
might apply to the qualitative aspects of 
an area’s population and its economy 
are found in the statement: ‘““The labor 
force is not a constant fraction of the 
total population but varies with the pro- 
portion of the population in the prime of 
life or the number of women employed 
in gainful occupations.”’* This statement 
might be further qualified by pointing 
out that the TE to TP ratio will also be 
influenced by the degree of demand 
fluctuation for and availability of groups 
of marginal skill based on age, training, 
or physical condition. 


Age may be another factor contribut- 
ing significantly to base ratio differences 
among cities. The process of growth 
toward maturity, stability, and ultimate 
decline can apparently contribute to 
changes in certain of the ratio factors 
over time. In a sense this is only a 
special case of qualitative differences in 
bases among cities. However, as be- 
tween two cities with similar bases—let 
us say Brockton, Massachusetts and some 
younger western city in which the shoe 
industry has taken a major hold—there 
may well be differences in the B to S 
relationship. As a city matures there 
appears to be a tendency for the S factor 
to increase proportionately in its relation 
to B. This may result from a gradual in- 
crease in interest in more complete 
public services, as well as from a greater 
concern for local consumption of both 
goods and recreation services that are 
not so frequently found in the younger 
city—which tends to concentrate more 
on the productive export aspects of its 
economy. Although there is, thus far, 
inadequate data on the point, there is 
strong reason to believe that the TE to 


6 Regional Plan Association, Inc., Economic Status of the 
New York Metropolitan Region in 1944, p. xv. 


TP relationship may also change over 
time. The assumption here is that in the 
early stages of its development a city is 
likely to have a higher proportion of em- 
ployed population than at a later period 
in its history. This assumption discounts, 
of course, secular trends toward a heavier 
proportion of employment due to the 
presence of more married women in the 
labor market. A limitation of this line 


of thought, however, is found in the em- 
ployment measure which may not reflect 
growing capital export activity or other 
aspects of change in B and S. 


Assumptions Concerning the Meaning of 
the Ratio Theory 

Thus far the discussion has centered 
around a very generalized description of 
the ratios. This is, of course, a necessary 
first step in building up an understanding 
on the part of the planner of the nature of 
the urban economy as viewed by the 
theory. However, before his understand- 
ing can be considered in any sense com- 
plete he must have a grasp of the impli- 
cations or assumptions of the theory from 
a dynamic point of view. In other 
words, he must have an understanding 
of the assumed reactions of the ratio 
elements under pressure of change. 
Change is, of course, an unavoidable 
characteristic of the urban economy and 
of its social and physical structure. 

One of the more important assump- 
tions of the ratio theory is that when the 
B factor undergoes quantitative change, 
either positive or negative, sympathetic 
quantitative reactions take place in the 
other ratio factors. A further aspect or 
inference of this assumption is that the 
sympathetic reaction is an automatic 
though not necessarily an instantaneous 
one. For example, the statement has 
been made that, “every increase of 
1,000 workers in basic manufacturing or 
other basic employment automatically in- 
creases employment by 1,500 in the 
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service lines, making a total increase of 
2,500 jobs.” There is assumed in this 
example a B to S ratio of 1 to 1%; and, 
while the precise relationship to TP is 
not spelled out, it is more specifically 
stated in another report which says: 
“*. . . each employee in basic manufac- 
turing represents himself, another worker 
and three other persons in the total popu- 
lation. Thus, an increase in basic manu- 
facturing jobs must be multiplied by 5 to 
find the resulting population change 
while a job increase in secondary em- 
ployment must be increased by 2% 
times.” & 


The above passage also suggests a 
certain degree of independent influence 
of S over changes in TE and TP. Inde- 
pendent changes in S are a more recent 
addition to ratio theory and find partial 
expression in the Cincinnati report which 
points out that, “increasing opportunities 
in the urban growth (base) employment 
category is not the only impetus to the 
growth of an urban area. Growth is also 
induced through increasing real in- 
comes.”® The inference in this case is 
that increases in incomes will take effect 
in an increased demand for local goods, 
services, and capital. This demand re- 
action will, in turn, be reflected in a 
rise in the employment volume of S. 
Also implicit is the idea that changes in S 
yield changes in TE and TP. However, 
cause and effect relationships are left ina 
rather nebulous state by the reasoning at 
this point. Questions immediately arise 
concerning. the source of a real income 
shift within the community. Does it 
stem from B or S? Can a shift in general 
real income levels take place inde- 


7™M. Bodfish and H. Hoyt, Savings and Homeownership, 
Dec., 1947, Monthly Newsletter of First Federal Savings 
and Loan Association of Chicago. 

8W. D. Bryant, Housing Market Analysis of Greater Kansas 
City, Report No. 6, Research and Information Department, 
City Hall, Kansas City, Mo., Dec. 1, 1945, p. 16. 

® Cincinnati City Planning Commission, Economy of the 
Area, p. 23. 


pendently within S without an initiating 
push in the form of income shifts within 
B? Does not the question of income 
distribution, particularly the distribution 
of the real income change, again enter 
the argument at this point? Questions 
on income elasticity and the propensity 
to consume are also apropos. 

A final assumption of importance in 
the base ratio theory which tends to 
follow from preceding assumptions but is 
not explicit in them relates to the read- 
justment of ratio factors following a 
change in one of them, particularly B. 
Simply stated, the assumption is that 
when a change’ takes place in B which 
disturbs the ratios there will occur within 
time a return to the original ratio rela- 
tionships. For example, let us assume that 
the ratios of a community are as follows: 


Ratio to B 
as unity 
B = 1,000 employees 1 
S= 2,000 employees 2 
TE = 3,000 employees 3 
TP = 6,000 persons 6 


If a positive shift is experienced in B via 
inmigration to fill 1,000 new jobs, the 
ratios will be altered in the short-run thus: 


Ratio to 
B as unity 


B = 2,000 employees 
S = 2,000 employees 
TE = 4,000 employees 
TP = 8,000 persons 


However, the long-run adjustment 
assumed by ratio theory claims a return 
to the ratios in existence before the rise 
in B thus: 

Ratio to 
B as unity 
B = 2,000 employees 
S = 4,000 employees 
TE = 6,000 employees 
TP = 12,000 persons 
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A negative shift in B is assumed to 
bring about repercussions within an 
urban economy in a direction opposite to 
that just described. The potential quali- 
fications to the reasoning involved in this 
set of reactions is apparent from only a 
casual inspection. 

Aspects of the base ratio theory 
sketched above indicate the rather pro- 
found assumptions that are made by the 
theory relative tc its dynamic character- 
istics. The significance of the dynamic 
aspects of the ratios will, in fact, serve as 
the focus of future articles in this series. 
In the opinion of the author the deepest 
meaning and utility of the ratio theory 
lies in its dynamics. For it is from an 


understanding of dynamics that the city 
planner can not only predict the action 
of his economy in differing circum- 
stances but can also take steps toward 
more effective guidance and control. 
Before these broad ends can be accom- 
plished, however, he must make a be- 


ginning at answering the maze of ex- 
tremely difficult questions surrounding 
base ratio dynamics similar to those 
merely suggested at random in preceding 
paragraphs. 

In the opinion of many the base ratios 
indicate only ‘rough magnitudes.” 
These same authorities maintain further 
that, while the ratios are descriptive of 
the general economic-demographic rela- 
tions of the community, they cannot be 
used witb any precision.!° This is un- 
doubtedly the case at the present time. 
However, this situation reinforces the 
need for rendering a more exact state- 
ment of how the ratios work and of the 
nature of their planning applications. 
This is but another way of saying that we 
must gain through unrelenting research 
a more precise idea of the many ramifi- 
cations of ratio dynamics while, through 
improved techniques of measure and 


10 [bid. 


identification, we move from a state of 
“rough magnitudes” to one of relatively 
precise and meaningful economic factors. 


Identification of the Ratio Norm 


A technical aspect of the ratio theory 
which has presented both theoretical and 
practical difficulties is that of setting a 
ratio norm for a particular urban area. 
If, for example, the B to S ratio of the 
community is discovered to be 1 to 1% 
a question arises as to whether or not the 
ratio reflects normal or average condi- 
tions of employment, producticn, income, 
competition, and population growth. It 
is certain that extremes of deflation or in- 
flation will have a marked effect on the 
ratios, particularly if the data on which 
they are based are taken in the early 
stages of an economic shift before equili- 
brating influences have begun to take 
marked effect on the ratios. Apparently 
before the ‘“‘normal’’ economic situation 
of a community can be determined 
certain value judgments must be made 
by the city planner concerning such 
matters as employment, production, and 
the like. When he feels from a prelimi- 
nary survey of the situation that his 
local economy is very nearly in balance 
(or approximates his value judgments of 
a norm) he will be warranted in making 
a base analysis. Another approach to this 
difficulty may lie in the making of several 
base studies of the community over time. 
From the results of, let us say, six studies 
over twelve years either a definite ratio 
trend might be identified or, in retro- 
spect, the planner might better under- 
stand to what particular conditions of 
local economic health the ratios which 
he had compiled applied. However, 
there is, aside from great expense, a 
hazard in this latter approach. If the 
time span taken is too long there is a 
chance that secular trends of the na- 
tional economy or even of the region 
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may influence the ratios. Secular trends 
of importance to the base ratios might 
take the form of an increasing proportion 
of married women in the labor force, the 
long-run influence of technological de- 
vices such as the automobile and auto- 
matic manufacturing production de- 
vices, the 40-hour week, the 8-hour day, 
and extension of the period of formal 
education. 

Base ratios derived from proportional 
norms can, if properly determined, be of 
great practical value to the planner in 
that they provide invaluable bench 
marks on which his long-run policies of 
prediction and control may be based.!! 
The ratio norm when used as a standard 
of measure, will, of course, indicate over- 
all degrees of short-run shift in an urban 
economy negatively toward depression 
and positively toward prosperity.!?_ Pro- 
portional norms also provide a means of 
detecting secular change. It is assumed 
that, if the local economy shows differing 
ratios based on data both taken at norm 


points, it is highly likely that the differ- 
ence in the ratios can be attributed to 
secular change. 


Summary and Conclusions 


The preceding discussion has outlined 
the principal features of the base ratio 
theory which indicates in essence that the 
economic base as element B stands in a 
ratio relation to the other elements of a 
local economy, S (service activity), TE 
(total employment), and TP (total popu- 
lation). Changes which occur in B, 
through free operation of the economy 


11 Proportional norms refer to the planner’s value judg- 
ment of his community economy, for example, 1 percent 
unemployment, operation at 90 percent of production 
Capacity, 2 percent firm failures, firm maintenance of a 
ten-year employment and production average, etc. 

12 Comparisons of the normal ratios with depression or 
prosperity ratios may be meaningful only before the ratios 
return to equilibrium as base ratio theory assumes that they 
are destined to do in the long run. Impediments to restora- 
tion of equilibrium will be given detailed treatment in later 
articles on the nature of ratio dynamics. 


or conscious interference, are assumed to 
carry in chain reaction fashion through 
the other elements of the ratios altering 
their quantitative make up and bringing 
them in the long run back to a position 
of equilibrium in terms of the original 
ratio. The ratio theory is assumed to be 
of utility to the city planner in that it 
gives him a better understanding of his 
economy, a better basis for prediction, 
and a promising means of judging the 
potential results of control policy. 

The main limitations of the ratio 
theory rest first in the fact that no great 
care has been employed thus far in base 
studies in the identification of a base 
norm or base benchmark for a com- 
munity. Consequently, the main basis of 
competent prediction and control has 
been diluted in its effectiveness. There is, 
moreover, the fact that to date too much 
has been assumed concerning the reaction 
of ratio elements to conditions of change. 
This part of the theory is actually ex- 
tremely complex in terms of the diversity 
of situations that bear on each of the ratio 
elements. It is also apparent that B is 
probably not the sole source of ratio 
change. More theorizing and field in- 
vestigation is necessary to explore the 
potential of independent change in the 
other ratio elements, particularly S and 
TP. One cf the principal reasons that 
so little is known of ratio dynamics is 
traceable to the fact that there are extant 
no control studies of an urban community 
which are rendered in ratio terms at two 
or more points in time. 


It will, therefore, be the objective of the 
three articles that follow in subsequent 
issues of Land Economics to outline more 
completely the field of ratio dynamics. 
This is done in the hope that they will 
prepare the way for comparative studies 
of a community that will more thoroughly 
test the potential utility of the ratio theory 
as a tool of prediction and control. 





A Critique of Marginal Cost Pricing 
By ROBERT W. HARBESON* 


EW if any topics in the field of 

welfare economics have received 
more attention in recent years than the 
proposal for marginal cost pricing, often 
referred to as the Lerner Rule. This 
circumstance is probably attributable in 
part to the theoretical appeal of the pro- 
posal and in part to the fact that advo- 
cates of further socialization of industry 
have recognized it as a powerful argu- 
ment in suppcrt of their position. The 
present paper is submitted in the belief 
that, in view of the large and scattered 
literature of the subject, it might be 
useful to analyze the implications of the 
proposal and to bring together and 
evaluate the favorable and unfavorable 
arguments which have been advanced 
with respect to it. The paper will not be 
concerned with the historical develop- 
ment of the doctrine and only incidentally 
with identifying the position taken by the 
various contributors to the literature of 
the subject since these topics have been 
ably treated elsewhere.! 


The Nature of the Proposal 


The premise upon which the marginal 
cost pricing proposal is based is that 
maximum satisfaction from the use of 
available resources is not achieved so long 
as individuals are willing to pay more for 
additional units of any commodity than 
the additional cost incurred in producing 
additional units. Therefore the output 
of commodities should be expanded in 
the short run until price is equal to short- 
run marginal cost and in the long run 
until price is equal to long-run marginal 
cost. This is the adjustment which the 

* Professor of Economics, University or Illinois. 

1 Nancy D. Ruggles, “The Welfare Basis of the Marginal 
Cost Pricing Principle,” Review of Economic Studies, 1949- 


50, p. 20; “Recent Developments in the Theory of Marginal 
Cost Pricing,” ibid., 1949-50, p. 107. 


individual firm would find most ad- 
vantageous under conditions of pure 
competition and long-run, constant or 
increasing cost. However, for tech- 
nological reasons there are a number of 
instances in which firms operate under 
conditions of long-run decreasing cost; 
that is, it may be impossible for even a 
single firm to operate at the point of long- 
run minimum total unit cost in a given 
market. Under these conditions the 
output at which price is equated to 
average total unit cost, and a fortiori the 
profit maximizing output, is less than the 
output at which price would be equal to 
marginal cost. Moreover, since under de- 
creasing cost conditions marginal cost is 
less than average total unit cost, a firm 
could not adjust output so as to equate 
price and marginal cost without experi- 
encing a loss. In order to overcome this 
difficulty it has been suggested by Hotel- 
ling and others, following Dupuit, that 
under the foregoing conditions output 
should be adjusted so as to equate prices 
and marginal cost and that the fixed 
costs of the enterprise should be financed 
by taxes or, if private ownership is re- 
tained, by tax-financed subsidies.?, The 
advantage of this arrangement is that 
thereby consumers are served to whom 
the commodity in question is not worth a 
price equal to its average total unit cost 


2 Harold Hotelling, ““The General Welfare in Relation to 
Problems of Taxation and of Railway and Utility Rates,” 


Econometrica, July 1938, p. 242. See also A. P. Lerner, 
“Statics and Dynamics in Socialist Economics,” Economic 
Journal June 1937, p. 253; R. H. Montgomery, ‘“Govern- 
ment Ownership and Operation of the Electric Industry, 
Annals of the American Academy of Political and Social Science, 
January 1939, p. 43, and by the same author, “Government 
Ownership and Operation of Railroads,” ibid., p. 137. The 
proposal was apparently first advanced by a French engineer, 
Jules Dupuit, in an article entitled “De la mesure d I’ utilite 
des travaux publics,” Annales des ponts et chaussees, 2nd Series, 
1844, p. 332; reprinted under the title “On the Measure- 
ment of Utility of Public Works,” International Economic 
Papers, No. 2 (New York: The MacMillan Co., 1952), p. 83. 
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but to whom it is worth as much as, or 
more than, its marginal cost. As will be 
explained below, the extent to which a 
net gain will be realized depends upon 
the type and incidence of the taxes used 
to finance the fixed costs. Hotelling 
suggested the use of income taxes and 
taxes on inheritances and land values. 


The Case in Support of the Proposal 


Limitations of space preclude further 
discussion of the theoretical foundation 
of marginal cost pricing and its relation- 
ship to the whole problem of attaining 
the goal of maximum welfare. We shall 
therefore proceed directly to a considera- 
tion of the case for and against this pro- 
posal. The claims made in behalf of the 
proposal may be summarized as follows: 


1. Marginal cost pricing, as previously 
stated, achieves the closest approach to an 
optimum (in the sense of purely competitive) 
allocation of resources that is possible under 
decreasing cost conditions. 


2. Since under decreasing cost conditions 
the optimum output with marginal cost pric- 
ing is greater than profitable output with 
average cost pricing important additional in- 
vestment outlets will be opened up. 


3. Marginal cost pricing would permit 
greater price flexibility and thereby con- 
tribute to the mitigation of cyclical fluctua- 
tions in economic activity. However, much 
less weight is now attached to this argument 
than formerly for two reasons. One is that 
the possible range of price flexibility down- 
ward, though not upward, has been greatly 
reduced by the rise of strong and widespread 
labor organization. | Under these circum- 
stances wages Can, as a practical matter, be 
reduced only with the greatest difficulty, and 
wages usually make up a large proportion of 
total cost. The cther reason is that under 
the influence of Keynesian doctrines the de- 
sirability of wage and price flexibility has 
been questioned because of its possinle ad- 
verse effect on consumers’ and entrepeneurs’ 
expectations. The kind and degree of price 
flexibility that could be most conducive to 
cyclical stabilization and long-run economic 


3 Hotelling, op. ctt., pp. 265-67. 


growth is largely an unsolved problem at the 
present time. 

4. Marginal cost pricing would reduce the 
share of the national income now going to 
profits and increase the share going to wages, 
a shift which some may regard as desirable 
from the standpoint of equity and possibly 
from the standpoint of economic stability 
also.* 

5. Marginal cost pricing would bring 
about a desirable simplification of the 
elaborate rate structures now prevailing in 
some regulated industries, notably the rail- 
way industry. ® 

On the other hand, the proposal 
has been criticized on a number of 
theoretical, administrative and _ socio- 
political grounds. These criticisms may 
be grouped into ten categories and will 
be considered in turn. 


I Limitations of the Purely Competitive Ideal 
from a Welfare Standpoint 


The most fundamental theoretical criti- 
cism has been advanced by Professor 
Chamberlin.* Since the marginal cost 
pricing proposal is designed to secure as 
close an approach to the price-cost-output 
relationships of pure competition as is 
possible under decreasing cost conditions 
it follows that whether the proposal 
serves to maximize welfare depends upon 
whether a purely competitive allocation 
of resources meets this test. Chamberlin 
contends that pure competition is not 
compatible with the degree of product 
differentiation which would maximize 
welfare, assuming maximum aggregate 
satisfaction to be the welfare ideal. In 
other words, satisfaction of the marginal 
conditions may not be compatible with 
satisfaction of what have sometimes been 


4J. E. Meade, “Price and Output Policy of State Enter- 
prise: A Symposium,” Economic Journal, December 1944, pp. 
321, 327-28. 

5 Hotelling, op. cit.. pp. 263-64. 

¢E. H. Chamberlin, “Product Heterogeneity and Public 
Policy,” Proceedings of the American Economic Association, May 
1950, p. 85, and “Monopolistic Competition Revisited,” 
Economica (N.S.), November 1951, p. 343. Compare J. R. 
Hicks, “The Foundations of Welfare Economics,” Economic 
Journal, December 1939, pp. 709-11. 
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referred to as the total conditions of 
maximum welfare. Since this view 
differs from the generally accepted doc- 
trine it is important to examine the 
reasoning upon which it rests. The 
basis of Chamberlin’s contention is (1) 
the elementary proposition of welfare 
economics that the maximizing of aggre- 
gate satisfaction requires that production 
be guided by consumer preferences and 
(2) the fact that the tastes and desires of 
millions of individuals are enormously 
varied. Hence to the extent that de- 
mand has influence in guiding produc- 
tion the output of goods and services will 
be correspondingly heterogeneous with 
respect to physical characteristics, terms 
and conditions of sale and spatial loca- 
tion. But this product differentiation or 
heterogeneity implies varying degrees of 
monopoly; the individual firm is faced 
with a sloping demand schedule, price is 
not equated to marginal cost and the 
equilibrium output of firms need not be, 
and normally is not, that which permits 
operation at minimum total unit cost. 
Therefore, since production in accor- 
dance with consumers’ preferences calls 
for the production of a vast number of 
differentiated products and since product 
differentiation implies varying degrees 
of monopoly it follows that the welfare 
ideal involves a blend of competition and 
monopoly; hence prices in excess of 
marginal cost and output short of that 
which permits operation at minimum 
total unit cost do not necessarily repre- 
sent a departure from conditions of ideal 
allocation of resources. 


It may be objected that to a large ex- 
tent the existing diversity of products is 
unsubstantial and illusory, a circum- 
stance attributable to the influence of 
advertising and to the fact than many 
consumers’ preferences are irrational and 
the result of ignorance.’ The implica- 
tion is that if consumers acted rationally 


and with full knowledge the diversity 
of products would be reduced to a 
degree compatible with pure competition 
with no loss in aggregate satisfaction 
and with an increase in productive 
efficiency. It is true, of course, that 
there is no reason to think that the 
present degree of product heterogeneity 
yields maximum aggregate satisfaction, 
and that the pattern of product diversifi- 
cation would be very different if con- 
sumers acted rationally and with full 
knowledge, but there is no reason to think 
that if consumers acted in the latter 
fashion they would have fewer or weaker 
preferences. As Chamberlin points out, 
there is as much reason fer people to lack 
knowledge of the differences between 
products as for them to lack knowledge 
of their similarities, and consumer re- 
search organizations, which seek to in- 
crease the knowledge of consumers re- 
garding goods, are as much concerned 
with differences as with similarities. ® 


A basic criticism of the foregoing anal- 
ysis from the standpoint of prevailing 
doctrine is that since the equilibrium 
output of the firm where there is product 
differentiation (monopolistic competi- 
tion) is normally less than that required to 
attain minimum total unit cost there is an 
inefficient use of resources, maximum 
efficiency being identified with produc- 
tion at minimum total unit cost. An 
efficient allocation of resources in the 
latter sense has been treated as synony- 
mous with an ideal allocation from the 
standpoint of maximum welfare, the 
demand for product diversity either be- 
ing ignored or tacitly assumed to be 


7 See, for example, G. J. Stigler, Theory of Price (New York: 
The MacMillan Co., 1st Ed., 1946), pp. 214-15, 329 n., and 
passim; also T. Scitovsky, “Ignorance as a Source of Oligo- 
poly Power,” Proceedings of American Economic Association, 
May 1950, p. 48. 

8 Chamberlin, “Product Heterogeneity and Public Policy, 
op. cit., pp. 87-89. 
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sufficiently restricted to be compatible 
with pure competition. Actually, as 
previously stated, production in accord- 
ance with consumers’ preferences re- 
quires a degree of product diversity in- 
compatible with pure competition; yet 
production in accordance with the con- 
sumers’ preferences is as essential to 
maximum welfare as is maximum efh- 
ciency in the use of resources. As 
Chamberlin puts it, the general desire 
for diversity “‘must now be recognized as 
coordinate with efficiency in production 
in defining the welfare ideal.”® It 
follows that prices in excess of marginal 
cost and output short of the point of 
minimum total unit cost may represent 
an approach to, rather than a departure 
from, ideal allocation cf resources. Ideal 
allocation requires not pure competition 
but a proper balance between efficiency 
and diversity. If diversity were to be 
diminished by abclishing some products 
and distributing the resources engaged in 
producing them over the remaining 
products, so as to increase the outputs of 
the latter and bring their prices to 
equality with their marginal cost, the 
necessity for recognizing the loss of con- 
sumers surplus from the products abol- 
ished would stop this redistribution short 
of the point where the prices of the 
products to which the resources were 
allocated would equal marginal costs. 
The optimum adjustment would be 
achieved if the sum of the surpluses of 
price (equals marginal utility) over 
marginal cost at the margins where the 
resources were applied would be at least 
as great as the surplus of total utility over 
total cost in the firms from which the 
resources were obtained. 


The logic of the foregoing analysis is 
persuasive but, in the writer’s view, there 
is no satisfactory way of testing quantita- 


*Chamberlin, “Monopolistic Competition Revisited,” 
op. cit., p. 354. 


tively and empirically whether or to 
what extent an allocation of resources of 
the sort just described is superior to 
purely competitive allocation from a 
welfare standpoint. The difficulty is that 
of measuring consumers surplus, even 
relatively in relation to indifference 
curves, and the fact that interpersonal 
comparisons of utility would be _ in- 
volved. !° 


II The Problem of Financing the Fixed Costs 


Since the marginal cost pricing pro- 
posal is of practical significance primarily 
under decreasing cost conditions and 
since under these circumstances prices 
equated to marginal cost would fail to 
cover fixed costs the latter must be 
financed through taxes under public 
ownership or by tax-supported subsidies 
under private ownership. Moreover if 
marginal cost pricing is to contribute to 
maximizing welfare these must be lump- 
sum taxes which fall upon producers’ or 
consumers’ surplus and hence do not 
violate the marginal conditions of pro- 
duction or exchange. Unless the supplies 


10 It may be noted at this point that the competitive norm 
has been held to be inadequate from a welfare standpoint in 
other respects than the one here discussed. Professor Baumol 
sums up his criticism as follows: “However, particularly be- 
cause of the interrelations of consumer demands (external 
economies and diseconomies of consumption) and also be- 
cause of the existence of group or social wants which can 
only be satisfied at the same time, important cases can 
clearly arise (even where prices equal marginal costs) where 
consumer wants will not guide production. In this event 
the absence of coercion may be construed to result in a 
vitiation of consumer sovereignty, since the individual con- 
sumer is by himself in no position to obtain the object he 
desires. Thus in the social want case if the attainment of the 
item desired is worth more to him than the contribution 
which would be required of him in a coercive arrangement, 
it may well pay every member of the community to subject 
himself to a coercive arrangement whereby his own and 
everyone else’s contribution is enforced. Here it might be 
more correct to insist that the consumer is sovereign when 
he is subject to this sort of coercion rather than when his free- 
dom is completely unrestricted. It is this interpretation of 
consumer sovereignty which is the basis of my objection to 
the use of the competitive norm,” W. J. Baumol, Welfare 
Economics and the Theory of the Staie (Cambridge: Harvard 
University Press, 1952), pp. 93-94. Professor Baumol adds 
that failure to give effect to collective wants may result in a 
volume of investment less than that required for maximum 
welfare and that he thinks that “this point is a crucial one in 
the argument against the competitive norm.” ibid., p. 92. 
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of the factors are assumed to be fixed both 
direct and indirect taxes, with exceptions 
noted below, fail to meet this require- 
ment. Thus if there is direct taxation 
and if prices are equated to marginal cost 
the net earnings of the factors will be less 
than the value of their marginal products. 
If individuals behave economically the 
rate at which they will be willing to sub- 
stitute leisure for work will be equated 
to their net earnings rather than to the 
value of the marginal product of their 
services. Indirect taxation has the same 
effect, assuming that individuals will not 
long be subject to a “money illusion.” 
Net earnings in terms of purchasing 
power are reduced and the rate at which 
individuals will be willing to substitute 
leisure for work will be equated to their 
real net income rather than to the value 
of the marginal product of their services. 
In both cases, as Little puts it, “the rate 
at which the individual is willing to ex- 
change work for leisure will not be equal 
to the rate at which such exchange re- 
sults in greater production.” '! It should 
be added, however, that available empiri- 
cal evidence is inconclusive concerning 
the actual effects of direct and indirect 
taxes, respectively, upon the supply of 
labor. 


Furthermore, indirect taxation may 
have the effect of preventing the marginal 
rate of transformation of one good into 
another from being made equal to their 
relative market prices, thereby reducing 
the efficiency with which resources are 
used. Indirect taxation will have this 
effect unless it is so arranged as to 
equalize the relation between rates of 
transformation and market values when 
these had previously been unequal; or, 
alternatively, unless it is so arranged as to 
tax all goods in equal proportion to their 
marginal costs when rates of transforma- 


J, M. D. Little, A Critique of Welfare Economics (Oxford: 
Oxford University Press, 1950), p. 151. 


tion and market values were previously 
equal. Little contends that direct taxa- 
tion will have a similar effect in reducing 
the efficiency with which resources are 
used unless unrealistic assumptions are 
made. Maximum efficiency in the use 
of resources requires that the relative 
preferences of individuals for different 
kinds of work be reflected in relative 
wage rates and that these in turn be 
equated to the relative values of marginal 
product of the different classes of workers. 
If there is marginal taxation, either direct 
or indirect, relative job preferences are 
equated to relative net marginal earnings 
rather than to relative wages, provided 
individuals are free to make marginal 
decisions with respect to the type of work 
they choose to do and the amount of 
work which they perform in different 
jobs. Under the latter assumption no 
distortion in the use of resources results 
but the assumption is unrealistic. Work- 
ers are not completely free to vary the 
amount or type of work at the margin, 
so that where there is heavy progressive 
taxation, direct or indirect, relative wage 
rates may not be such as to yield relative 
net earnings which would equalize the 
job preferenees of marginal workers. 
To the extent that this condition prevails 
optimum use of resources is not achieved. 
Too great a quantity of resources is de- 
voted to industries with a preponderance 
of relatively pleasant jobs. This situation 
might be corrected by levying an indirect 
tax on the products of industries of the 
latter sort, but is very doubtful whether 
an administratively practicable tax to 
accomplish this purpose could be de- 
vised. !? 


12 For discussion of the welfare aspects of direct and in- 
direct taxes see M. F. W. Joseph, “The Excess Burden of 
Indirect Taxation,” Review of Economic Studies, June 1939, p. 
226; H. P. Wald, “The Classical Indictment of Indirect 
Taxation,” Quarterly Journal of Economics, August 1945, p. 
577; A. M. Henderson, “The Case for Indirect Taxation,’? 


(Continued on page 59) 
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The foregoing difficulties may be 
avoided if resort is had to lump-sum 
taxes which, as previously stated, fall 
upon producers’ or consumers’ surplus 
and hence do not violate the marginal 
conditions of production or exchange. 
The only important taxes which can be 
said with certainty to meet this require- 
ment are poll taxes and taxes on inheri- 
tances and land values. However, a poll 
tax of any substantial amount would be 
so regressive in its effect as to be intoler- 
able to the extent that ability to pay is 
considered to be a desirable basis of 
taxation. A poll tax which varied with 
income would no longer be a poll tax but 
an income tax and may violate some or 
all of the marginal conditions. Moreover 
a poll tax lacks the flexibility which is re- 
quired for a tax system designed to help 
maintain full employment. Taxes on in- 
heritances and on land values would be 
satisfactory in principle but, as Hotelling 
recognizes, it is very improbable that 
they could be made to yield adequate 
revenue if marginal cost pricing were 
adopted generally. Hotelling would 
rely principally upon an income tax, 
which he regards as a lump-sum tax.?% 
If the foregoing analysis is correct he is in 
error on this point: income taxes will 
affect the marginal conditions of produc - 


(Continued from page 58) 


Economic Journal, December 1948, p. 538; E. R. Rolph and 
G. F. Break, “Welfare Aspects of Excise Taxes,” Journal of 
Political Economy, February 1949, p. 46; Richard Goode, 
“The Income Tax and the Supply of Labor,” Journal of 
Political Economy, October 1949, p. 428; I. M. D. Little, A 
Criti,ue of Welfare Economics, op. cit., Appendix to Ch. 9; 
I. M. D. Little, “Direct Versus Indirect Taxation,” Economic 
Journal, September 1951, pp. 577; Milton Friedman, “The 
‘Welfare’ Effects of an Income Tax and an Excise Tax,” 
Journal of Political Economy, February 1952, p. 25, and dis- 
cussion of same, #bid., August 1952, p. 332; R. K. Davidson, 
“The Alleged Excess Burden of an Excise Tax in the Case of 
an Individual Consumer,” Review of Economic Studies, 1952- 
53, p. 209; G. F. Break, “Income Taxes, Wage Rates and the 
Incentive to Supply Labor Services,” National Tax Journal, 
December 1953, p. 333. 

13In addition, under certain circumstances Hotelling 
would use what he calls plant rentals to supplement tax 
revenues. Firms earn such rentals when their output is 
such that marginal cost rises above average variable cost. 


tion and probably the marginal condi- 
tions of exchange also. However, this 
conclusion is disputed and, as previously 
indicated, lacks adequate empirical veri- 
fication, so that there cannot be complete 
certainty as to whether or to what ex- 
tent Hotelling’s view is incorrect. '3* 


Several conclusions may be drawn 
from the foregoing discussion. First, no 
tax is available which can be said with 
certainty to meet all the marginal condi- 
tions and which at the same time is both 
fiscally adequate and acceptable in terms 
of prevailing concepts of tax equity. Nor, 
as will be pointed cut below, can this 
difficulty be avoided by making prices 
proportional rather than equal to mar- 
ginal cost. Unless it can be conclusively 
demonstrated that Hotelling is correct in 
treating an income tax as a lump-sum tax 
it would therefore be impossible to attain 
an ideal (in the sense of purely competi- 
tive) allocation of resources through the 
universal adoption of marginal cost 
pricing, but the latter may nevertheless 
be the most advantageous type of pricing 
in particular situations or on the basis of 
particular interpersonal comparisons of 
utility. Second, since as a practical 
matter resort must be had to other than 
lump-sum taxes if marginal cost pricing is 
to be adopted on other than a limited 
basis, it is necessary to determine which 
taxes will least affect the marginal con- 
ditions of production and exchange. 
This task lies outside the scope of the 
present study but on the basis of the 
foregoing analysis and a review of the 
relevant literature the writer is of the 
opinion that no clear case has been made 
in favor of direct taxes to the complete 
exclusion of indirect taxes or vice versa. 
In the third place, marginal cost pricing, 
although generally contrasted with dis- 
criminatory pricing, under certain condi- 


1s See the articles by Goode and Break cited in footnote 
12. 
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tions amounts to a special type of price 
discrimination. This will be the case 
where the full cost of the product or 
service is collected solely from the users, 
the output being priced at marginal cost 
and the difference between average and 
marginal cost financed by a lump-sum 
tax paid in different amounts by indi- 
vidual users. This is equivalent to what 
Pigou calls first or second degree discrimi- 
nation;!4 it results in an income distribu- 
tion different from that yielded by purely 
competitive pricing but does not violate 
the marginal conditions of production or 
exchange. On the other hand, if the 
fixed costs are paid for by others than 
the users of the product cr service con- 
cerned, discriminatory pricing is avoided 
but consumers of products or services 
produced in industries using marginal 
cost pricing are being subsidized by 
other groups. Under these circumstances, 
in view of the resulting change in income 
distribution, it is impossible to determine 
the effect of marginal cost pricing upon 
welfare without resorting to interpersonal 
comparisons of utility. The argument 
by proponents of marginal cost pricing 
that first or second degree price dis- 
crimination is rarely if ever practicable 
is equivlaent to saying that marginal 
cost pricing is rarely if ever practicable 
except under conditiors which necessitate 
making interpersonal comparison of 
utility. 


14 First degree, or perfect, discrimination involves charg- 
ing a different price for each unit of a commodity, the price 
exacted being equal to the demand price and leaving no 
consumers surplus. Second degree discrimination in- 
volves charging in such a way that all units with a demand 
price greater than X are sold at price X, all with a demand 
price less than X and more than Y at price Y, etc. In this 
case the full consumers’ surplus is not exacted. Both types of 
discrimination satisfy the marginal conditions, since each 
buyer can buy at marginal cost when he is no longer willing 
to pay more than marginal cost and the marginal price charged 
to all purchasers would be the same and would be equal to 
marginal cost. This is not the case with third degree dis- 


Finally, even if the fixed costs are 
financed by lump-sum taxes levied solely 
on the users of a facility it may still be 
impossible in a given instance to deter- 
mine whether welfare has been increased 
without resort to interpersonal com- 
parisons. It can be said with certainty 
that welfare is increased only when the 
lump-sum tax paid by each individual 
does not exceed his evaluation of the 
utility of the enterprise to him, i.e., the 
consumer’s surplus which he expects to 
derive from consuming the output of the 
facility. However, it is very doubtful 
whether any practicable method could 
be developed to enable the taxing au- 
thority to measure accurately individual 
consumers’ surpluses. As Professor Hen- 
derson has said, “‘the only person who 
can attempt to make an estimate of his 
consumers surplus is the consumer him- 
self.”!® Under these circumstances a 
lump-sum tax is likely to exceed con- 
sumers surplus for some individuals and 
to fall short of consumers surplus for 
others and no conclusion can be reached 
as to whether or not welfare has been in- 
creased without resorting to interpersonal 
comparisons. Moreover, where any sub- 
stantial number of consumers is involved 
individual treatment would be im- 
practicable and it would be necessary to 
estimate individual consumers’ surpluses 
on the basis of some objective criterion, 
such as the taxable value of property. 
But if this were done the lump-sum tax 
would become, in effect, a tax on some 
form of outlay and hence would result in 
some diversion of resources. Thus, as 
Henderson points out, using the taxable 
value of property as a criterion would 


crimination which involves classifying customers into groups 
and charging a separate monopoly price for each group. 
See A. C. Pigou, Economics of Welfare (London: The Mac- 
Millan Co., 3rd ed., 1929), Ch. 17. 

15 A. M. Henderson, “The Pricing of Public Utility Under- 
takings,” Manchester School, September 1947, pp. 231-32. 
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discourage the purchase or construction 
of houses of high taxable value.'® 

In an effort to circumvent the fore- 
going difficulties and yet retain the bene- 
fits of marginal cost pricing it has been 
suggested, especially by Professor Coase, 
that resort be had to two-part or multi- 
part tariffs.17 One part of such a tariff 
would assess the portion of the costs 
which varied with output and would be 
based on marginal cost; the other part or 
parts would assess the portion of the costs 
which were independent of output.!® If 
this device is to avoid the aforementioned 
difficulties of financing fixed costs by 
taxes the individual’s share of the fixed 
costs must be arrived at voluntarily on 
the basis of individual negotiation; only 
in this way can we be certain that the 
contributions of the individual users to- 
ward the fixed costs do not exceed their 


16 Jbid., p. 238. 

Professor Buchanan has called attention to the fact 
that Wicksell advocated marginal cost pricing in one 
of his works on public finance published in 1896. See 
Knut Wicksell, Finanztheoretische Untersuchungen (Jena: 
Gustav Fischer, 1896). Wicksell conceived of govern- 
ment finance as a system of voluntary exchange between 
government and the taxpayers. He would finance the 
fixed costs of public enterprises operated according to the 
marginal cost rule by taxes levied on the beneficiaries of 
these enterprises, but the tax would be based on his so- 
called “principle of unanimity,” i.e., an enterprise would 
be undertaken only if there were unanimous agreement 
beforehand as to how the tax burden was to be shared. As 
Buchanan points out, the principle of unanimity is consistent 
with the Paretian conditions for optimum welfare, since no 
one would be worse off if an allocation of the burden of the 
required tax acceptable to everyone were agreed upon 
beforehand, Wicksell’s proposal would avoid the diffi- 
culties of financing fixed costs by taxes, discussed above, but 
the proposal is admittedly impractical. The closest prac- 
ticable approach to this proposal is the two-part tariff. J. 
M. Buchanan, “Knut Wicksell on Marginal Cost Pricing,” 
Southern Economic Journal, October 1951, p. 173. 

17 See C. L. ‘Paine, “Some Aspects of Discrimination by 
Public Utilities,’ Economica (N. S.), November, 1937, p. 
425; W. A. Lewis, ‘“The Two-Part Tariff,’ Economica (N. S.), 
August 1941, p. 249, and discussion of same, zbi¢d., November 
1941, p. 392; R. H. Coase, “The Marginal Cost Contro- 
versy,” Economica (N. S.), August 1946, p. 169, and discussion 
of same, tbrd., February 1947, p. 48 and May 1947, p. 134; 
H. S. Houthakker, “Electricity Tariffs in Theory and 
Practice,” Economic Journal, March 1951, p 1 and discus- 
sion of same, tbid., December 1951, p. 875. 

18 It may be desirable in some cases to assess separately 
the individual’s share of the fixed costs common to all users 
and the fixed costs directly assignable to each user. In this 
case instead of a two -part tariff there would be a multi-part 
tariff, with three or more parts. . 


respective estimates of the utility of the 
project to themselves, and hence that 
there has been an increase in welfare. 
This suggests one of the limitations of this 
device; it would be impracticable to 
negotiate individually where a large 
number of users is involved, yet if the 
contribution is not voluntary or if indi- 
vidual contributions are determined on 
the basis of some objective criterion 
which is presumed to measure individual 
consumers’ surpluses this device would be 
subject to the very difficulties which 
arise in connection with financing fixed 
costs by means of taxes. 


A second important limitation of the 
two-part tariff proposal is that, under 
some circumstances at least, individuals 
may not voluntarily reveal their true 
evaluation of the utility to themselves of a 
proposed project. This is likely to be the 
case where the number of potential users 
is large so that each believes that his 
failure individually to assume a share of 
the fixed costs of the project will not pre- 
vent it from being undertaken, and 
especially where the potential users know 
that they will be able to purchase the 
output of the facility, if established, at 
marginal cost even though they did not 
assume a share of the fixed costs involved. 
Hence under some circumstances it may 
not be possible to raise the funds required 
to cover the fixed costs of the project, or, 
if the project were completed, the users 
who assumed the burden of the fixed 
costs would be subsidizing those who did 
not. In the case of small-scale projects, 
where the number of potential contribu- 
tors to the fixed costs is small, individual 
negotiation is possible, the importance of 
each contribution will be more evident 
and the danger of inability to finance the 
enterprise will be less, but even in this 
case bluffing and differences in bargain- 
ing ability are likely to result in a very 
loose relationship between the relative 
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size of the individuals’ contributions and 
their estimated consumers’ surpluses. 
Coase dodges this problem by consider- 
ing only the unrealistic case where all 
costs are currently incurred and directly 
assignable to individual users. 


An obvious suggestion for overcoming 
the foregoing difficulty is to adopt the 
so-called exclusion principle, i.e., limit 
the use of the facility solely to those who 
have shared the fixed costs. However, 
this remedy has certain limitations. First 
and most important, it would be ex- 
tremely difficult in many instances to 
prevent those who subscribed to the 
fixed costs of a project and who pay for 
the output at marginal cost from reselling 
the output at a profit to non-subscribers. '® 
In the second place, to the extent that the 
private enterprise system is maintained 
consumers may prefer not to attach 
themselves to a single supplier but to re- 
tain the privilege of choosing among 
competing sellers for most of their pur- 
chasers. Third, there are some undertak- 
ings the benefits of which cannot be re- 
stricted to persons who subscribed to their 
cost; for example, artificial rain making, 
the development of wind shelter belts, and 
flood control projects. Finally, it may be 
impossible, because of indivisibilities in 
capital equipment, to provide facilities 
which exactly meet the demands of those 
who subscribed to their fixed cost, and to 
the extent that some excess capacity is un- 
avoidable it would be uneconomical to 
exclude non-subscribers who were willing 
to pay at least marginal cost for the out- 
put. The two-part tariff is best adapted 
to the provision of public utility services 
such as gas and electricity where it is 


19“Tt would hardly be possible, however, to stop people 
reselling any physical article, and sometimes even reselling 
services—for example, by consigning other people’s goods 
for transport under their own name. It is this requirement 
of non-transferability that limits most narrowly the use of the 
two-part tariff.’ E.H. Phelps Brown, A Course in Applied 
Economics (London: Sir Isaac Pitman and Sons, 1951), p. 
262. 


necessary to have physical connections 
between the consumers’ premises and the 
distribution system, and where, therefore, 
it is relatively easy to prevent reselling of 
the commodities to others at an advance 
in price. Moreover these are, or can be, 
relatively standardized commodities, so 
that consumers would usually be content 
with a single source of supply so long as 
they are protected by rate and service 
controls. The two-part tariff is sound in 
principle but the situations in which it 
can be satisfactorily applied are relatively 
limited.?° 


III Limitations of the Proposal in Relation 
to Income Distribution 


Even if all the difficulties involved in 
financing fixed costs in connection with 
the marginal cost pricing proposal were 
satisfactorily solved marginal cost pricing 
would maximize welfare only on the 
assumption that the resulting income 
distribution was the optimum one. More- 
over, if the resulting income distribution 
were not regarded as the optimum it 
would not be possible to alter it at will 
to attain any desired objective without 
violating the marginal conditions. Every 
price system implies some kind of income 
distribution and it is not possible to 


20In addition to the danger that a two-part tariff may 
restrict investment to less than an optimum amount Professor 
Henderson points out that it is also subject to a weakness of 
an opposite sort. He says, “It does not indeed ensure that 
investment shall not exceed the ideal but it does ensure that 
it shall not exceed the ideal by so much as to exceed the 
consumers’ surplus.” He illustrates the point as follows: 
‘Suppose there to be three sizes of bridges available for 
which the annual cost and annual consumers’ surplus are 
as follows: 


Size of Bridge Cost 
A £100 
B £200 


Cc £300 


Consumers? Surplus 
£200 


£250 
£280 


Then if consumers have to pay a fixed charge covering the 
cost of the bridge, bridge C will be eliminated, whereas it 
might well be built by a public authority financed out of 
general taxation. But bridge B will not be eliminated, 
although Bridge A is the ideal (because an extra £100 
spent only raises the consumer’s surplus by £50).” A. M. 
Henderson, “The Pricing of Public Utility Undertakings,” 
op. cit., pp. 237-38, 238n. 
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evaluate a particular type of pricing 
solely in terms of its contribution to re- 
source allocation without reference to its 
effects on income distribution. Ac- 
ceptance of marginal cost pricing as 
ideal therefore implies either the view 
that the resulting income distribution is 
the optimum one or that the matter of 
income distribution is irrelevant to the 
attainment of maximum welfare. How- 
ever, as previously explained, strict mar- 
ginal cost pricing as distinct from first 
or second degree discrimination in- 
volves a change in income distribution 
and it is therefore not possible to say 
whether adoption of this type of pricing 
would increase welfare without resorting 
to interpersonal comparison of utility. 


IV Limitation of the Proposal When 
Adopted on a Selective Basis 


It is generally agreed that the marginal 
cost pricing proposal must be modified 
when it is applied in only one or a few 
industries while in the great majority of 
the remaining industries prices are de- 
termined under conditions of other than 
pure competition. Since an economical 
allocation of resources requires that the 
value of the marginal product of each 
of the factors of production in each of 
their respective uses be equal, and since, 
where competition is not pure the earn- 
ings of the factors will fall short of the 
value of their marginal product, it is 
necessary to make the ratio of prices to 
the marginal value products of the 
factors in the industries operating under 
marginal cost pricing equal to the 
weighted average ratio of prices to the 
marginal value products of the factors in 
the remainder of industry. 


This arrangement, however, is subject 
to severe limitations. In the first place 
the notion of transferring resources from 
one industry to ancther until the ratio of 
price to marginal cost is the same every- 


where is open to the serious objection 
that the boundaries of ‘‘industries” can 
only be defined somewhat arbitrarily and 
that there is great variation in the shape 
and elasticity of the demand and cost 
curves of firms within such arbitrarily de- 
fined industries. However, if an attempt 
is made to analyze the problem of trans- 
ferring resources in terms of individual 
firms rather than industries another, 
as yet insurmountable, difficulty is pre- 
sented. Oligopoly is widespread, and 
where this is the case the transfer of re- 
sources must be analyzed in terms of 
groups of firms whose demand schedules 
are interdependent. Under these condi- 
tions the effect of shifting resources to a 
particular firm would depend upon 
which of the many possible patterns of 
oligopoly behavior obtains in the par- 
ticular situation and upon whether and 
in what quantity resources are simul- 
taneously being added to other firms 
whose demand schedules are interrelated 
with the demand schedule of the firm in 
question, and no rule has as yet been 
evolved which would enable us to deter- 
mine what transfers of resources would 
maximize welfare under such conditions 
of oligopolistic interdependence.?! 

In the second place, apart from the 
foregoing difficulty, it may be doubted 
whether it is practicable to compute the 
weighted average ratio of price to mar- 
ginal cost which it is proposed to apply to 
prices of firms operating under the 
marginal cost principle. One writer 
holds that it is ‘‘an impossible ratio to 
discover in a dynamic and highly varie- 
gated industrial system,”?? and even one 
of the proponents of the arrangement con- 
cedes that “the estimation involved in 
the calculation of such a tax would be 
hazardous and complicated in the ex- 


“Product Heterogeneity and Public 


21 Chamberlin, 
policy, op. cit., pp. 91-92. 

22C. A. R. Crosland, “Prices and Costs in Nationalized 
Undertakings,” Oxford Economic Papers, January 1950, p. 52. 
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treme” and that in practice rough esti- 
mates would have to suffice.23 Moreover 
since the arrangement is equivalent to a 
tax on the output of firms operating 
under marginal cost pricing it probably 
would be difficult to explain to the rank 
and file of consumers of the products of 
these firms the reason for such a levy and 
to secure their acquiescence thereto. 


In the third place, and more funda- 
mentally, while this arrangement would 
yield as satisfactcry an allocation of re- 
sources as is possible so long as some in- 
dustries operated under conditions of 
other than pure competition it would not 
accomplish an ideal allocation of re- 
sources according to the marginal prin- 
ciples. In order to attain the latter ob- 
jective prices must not be merely pro- 
portional but actually equal to the value 
of the marginal products of the factors in 
al] of their uses. If prices are propor- 
tional but not equal tc the value of the 
marginal products of the factors the 
margina] conditions of exchange will be 
satisfied but not the marginal conditions 
with respect to the factors of production. 
As Mrs. Ruggles puts it, “‘Unless each 
consumer actually has an opportunity to 
buy at marginal cost and each factor actu- 
ally receives its marginal product at 
least one of the marginal conditions will 
not be met.’’*4 

Finally, optimum allocation of re- 
sources according to the marginal prin- 
ciples will not be achieved merely by in- 
suring that the prices of all final products 
are equated to marginal cost, and a 
fortiori if the prices of final goods are 
merely proportional to marginal cost. 
It is necessary in addition that the prices 
of all intermediate products be equated 
to marginal cost. Where this is not 


28Marcus Fleming, “Production and Price Policy in 
Public Enterprise,” Economica (N. S.), February 1950, p. 4. 

24Nancy D. Ruggles, “Resource Allocation and Pricing 
_—" unpublished Ph.D. thesis, Radcliffe College, 1948, 
p. 121. 


achieved there is an uneconomical alloca- 
tion of resources among the stages of 
production, resulting in a cumulative 
Icss in value product at successive stages. 
The structure of production is distorted 
in the sense that, assuming variable pro- 
portions of the factors, a given output of 
final goods could be produced by a 
smaller total quantity of resources (or a 
larger output with the same quantity of 
resources) if some of the resources used 
in the later stages were transferred to 
earlier stages until price and marginal 
cost were equated for all intermediate 
products. If prices are maintained above 
marginal cost in the production of inter- 
mediate products this result will not be 
achieved. In other words, in order to 
attain an economical allocation of re- 
sources it is necessary to have all indus- 
tries in the situation which obtains in 
fully integrated firms.?5 


V The Problem of Determining Optimum 


Investment 


Most of the preceding analysis has re- 
lated to the difficulties involved in apply- 
ing the marginal cost pricing principle to 
existing enterprises. A further serious 
difficulty arises in deciding whether addi- 
tional investment should be made not to 
expand existing firms but to undertake a 
new project. It is clearly economical to 
establish a firm or industry, whatever the 
long-run cost conditions under which it 
operates, if there is some level of output 
at which price will at least equal average 
total unit cost. Furthermore it would not 
be economical to establish firms or indus- 
tries subject to long-run constant or in- 
creasing cost unlegs this condition is ful- 
filled, for otherwise the total satisfaction 
derived from the cutput of the commodity 
would be less than the total cost incurred. 


25 For a demonstration of these propositions see L. W. 
McKenzie, “Ideal Output and the Interdependence of 
Firms,” Economic Journal, December 1951, p. 785, and 
especially pp. 790-92. 
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Where conditions of long-run decreasing 
cost prevail, however, it may be economi- 
cal to undertake production even though 
there is no level of output at which aver- 
age total unit cost could be covered by 
any single price. According to the 
Dupuit-Hotelling analysis it would be 
economical to undertake a project under 
these conditions provided it could be 
made to pay if perfect discrimination 
were resorted to; or, in other words, if the 
aggregate of consumers’ surpluses ex- 
pected to be derived from the output of 
the proposed project equals or exceeds the 
cost. The important question, then, is 
whether it is possible to measure con- 
sumers’ surplus empirically and thus to 
determine in advance whether the fore- 
going requirement will be met in the 
case of any particular new investment, 
or to verify whether it has been met 
after a given investment has been made. 
Any analysis along these lines is subject 
to serious limitations. First of al! since 
consumer’s surplus cannot be measured 
in absolute terms and since individual 
consumers’ surpluses are not additive the 
concept must be thought of in relative 
terms; i.e., in terms of movement from 
one level of satisfaction to another 
rather than in terms of a quantum of 
satisfaction. In other words it must be 
related to indifference curves rather than 
to the older concepts of marginal utility 
and total utility. As Hicks puts it, 
‘‘Consumers’ surplus is the measure of 
compensation which consumers would 
need in order to maintain them at the 
same level of satisfaction as before, after 
the supply of the commodity had been 
withdrawn.”?® Second, measuring con- 
sumer’s surplus indirectly by resort to 
perfect discrimination is rarely if ever 


26 J. R. Hicks, “The Foundations of Welfare Economics,” 


op. ctt., p. 710 n. It may be noted here that consumer’s 
surplus is not exactly equal to the area under the demand 
curve, but the discrepancy is usually small. See J. R. Hicks, 
Value and Capital (Oxford: Clarendon Press, 2nd ed., 1950), 
Appendix to Ch. 2. 
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possible. Moreover, even if this test were 
generally available, those charged with 
deciding whether a proposed project 
financed on the marginal cost principle 
was justified could do no more than 
speculate as to its probable results so long 
as marginal cost pricing was adhered to; 
they could not actually make the test 
without departing from that type of 
pricing. 


In the third place, and most funda- 
mentally, consumer’s surplus cannot be 
measured directly from market data be- 
cause all the points on an individual’s 
demand schedule as of a given moment 


are unknown except the point repre- 


senting the amount actually purchased 
at the prevailing price; the quantities 
which the individual would purchase at 
a given time at prices very different from 
the price actually prevailing are purely 
conjectural. An analogous statement 
may be made with reference to the in- 
difference curve approach to the analysis 
of demand. It should be evident, there- 
fore, that the real obstacle to measuring 
consumer’s surplus is not that of develop- 
ing the appropriate mathematical 
formula but of finding the values to be 
used in the formula. Furthermore, even 
if the data were available the formula for 
determining the consumer’s surplus re- 
sulting from the establishment of any 
given enterprise would have to take into 
account the effect of such action upon the 
consumer’s surplus realized in the case 
of complementary and substitute com- 
modities, and, where cther than pure 
competition prevails, upon producers’ 
surpluses elsewhere in the economic 
system. Such a formula might well prove 
to be too elaborate to serve as a practi- 
cable administrative device. Finally, 
since it seems likely that only the in- 
dividuals concerned can estimate the 
utility to themselves of a proposed under- 
taking the financing of such an undertak- 





66 LAND ECONOMICS 


ing would have to be voluntary if there is 
to be any certainty that the total utility of 
the project will equal or exceed its cost. 
But, as previously explained, individuals 
may not voluntarily reveal their true 
estimates of the utility of a proposed proj- 
ect except to the extent that the so-called 
exclusion principle can be applied; hence 
the volume of investment may be less 
than is required for maximum welfare. 
In reply to the foregoing criticisms it is 
said that it is not necessary to rely upon 
market data in estimating consumer’s 
surplus, but that the relevant data could 
be secured directly by polls, question- 
naires and voting; prospective consumers 
would presumably be asked to state the 
quantities of the product in question 
which they would be willing to purchase 
at a wide range of prices.?”_ In response 
to the criticism that there is no way of 
verifying, under marginal cost pricing, 
whether the total utility of a particular 
investment equaled or exceeded its cost 
it is argued that the estimated demand 
schedule before the project was under- 
taken could be compared with the actual 
demand schedule after the enterprise 
was in operation; presumably data from 
polls or questionnaires preceding the 
undertaking of a project would be 
compared with the results of a new poll 
or questionnaire after it was in operation. 
While these answers may be satisfactory 
in principle it may be seriously doubted 
whether the data thus secured would be 
sufficiently reliable to serve as a satis- 
factory basis for administrative decisions. 
The responses of consumers concerning 
the quantities of a commodity which they 
would purchase at prices departing 
widely from those within the range of 
their experience are almost certain to in- 
volve a considerable degree of error and 
conjecture, and this would be more true 


27See Kenneth Arrow, “‘Little’s Critique of Welfare 
Economics,” American Economic Review, December 1951, p. 
923. 


where the commodity or service in ques- 
tion was not currently available to the 
consumer polled or was a new com- 
modity not yet marketed anywhere. 
One writer has aptly said that such a 
procedure ‘‘could yield a large variety of 
answers from which anyone with an axe 
to grind could take his choice,” and em- 
phasizes the dangers inherent in this 
situation as follows: 


“In practice, of course, such attempts to 
estimate what consumers would give for the 
product if exploited would become the 
merest formality. The managers of the 
socialist undertakings, entranced with some 
new technical project or anxious to increase 
their own importance by ‘empire-building,’ 
would come to the planning committee and 
declare that consumers would gladly pay for 
the new type of equipment proposed if they 
had to. Government departments are not 
noted for their objectivity in putting forward 
their demands; we need not expect such ob- 
jectivity from the managers of State enter- 
prises. Of course, the planning staff might 
argue, but would find difficulty in proving 
the managers wrong, and the allocation of re- 
sources would in fact be largely determined 
by crude political bargaining. The monopo- 
lists’ investment policy would be likely to give 
more rational results.”’?$ 


It is true, as defenders of marginal cost 
pricing point out, that it is just as difficult 
to predict what investments will be 
profitable under conventional methods of 
pricing as to predict whether total bene- 
fit will exceed total cost under marginal 


28T. Wilson, “Price and Outlay Policy of State Enter- 
prise,” Economic Journal, December 1945, p. 454. Another 
writer says that “where investment decisions are based on 
subjective judgments of the relative value of different things 
and not objective comparison of their values expressed in 
some common unit such as money, the correctness of these 
decisions can also only be determined by recourse to some- 
bodv’s judgment of the value of the results achieved.” M. F. 
Scott, “Investment Policy in a Nationalized Industry,” 
Review of Economic Studies, 1949-50, p. 179. 

Professor Henderson says: “Once it is admitted that 
investments which are unprofitable may be justified, and 
that no practicable calculation will show whether they are 
or not, the way is open for any investment which is favored 
by any public authority.” A.M. Henderson, “The Pricing 
of Public Utility Undertakings,” op. cit., p. 232. See also R. 
A. Dahl and C. E. Lindblom, Politics, Economics, and Welfare 
(New York: Harper and Bro., 1953) p. 207. 
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cost pricing.?® But there is one very im- 
portant difference: if profitability under 
conventional methods of pricing is taken 
as a norm there is an unmistakable and 
objective test of whether the investment 
was justified. It is also true, as previously 
explained, that under conditions of long- 
run decreasing cost the criterion of 
profitability is too restrictive and pre- 
vents some socially desirable investment 
from being undertaken, except in the 
rare instances where perfect discrimina- 
tion is practicable. On the other hand, 
as the passage quoted above points out, 
where the test of profitability is aban- 
doned tendencies toward ‘‘empire build- 
ing,” and similar influences are quite 
likely to create a bias toward excessive 
investment, and it is at least debatable 
whether the departure from the ideal 
amount of investment might not be 
greater under these circumstances than 
where the profitability criterion is re- 
tained. In any event, since the re- 
sults of misinvestment can have much 
more serious welfare consequences than 
any probable departures from ideal 
output from existing investment it would 
seem prudent to adhere to conserva- 
tive policies in this matter. The only 
way of insuring that there will be 
an adequate check upon mis-invest- 
ment, while at the same time retaining 
the benefits of marginal cost pricing, is to 
rely upon voluntary investment coupled 
with the use of two-part or multi-part 
tariffs. However, as previously explained, 
this arrangement is subject to certain 
limitations, one of the most important 
being that except to the extent that the 
exclusion principle can be applied it may 
restrict investment to less than an opti- 
mum amount.?” 


29See William Vickrey, “Some Objections to Marginal 
Cost Pricing,” Journal of Political Economy, June 1948, p. 218. 
30 See note 20 supra. 


VI Difficulties of Adapting the Proposal to 
Private Ownership 


If marginal cost pricing were adopted 
under a regime of private ownership the 
attempt to attain optimum investment 
would give rise to legal, administrative 
and political problems sufficiently serious 
to make the practicability of this type of 
pricing doubtful under these conditions. *! 
The basic difficulty is that marginal cost 
pricing is a social rather than a private 
standard of pricing; its objective of 
achieving optimum use of resources is 
compatible with the interests of private 
investors only under special conditions. 
It will be recalled that in the short run, 
with existing plant, marginal cost pricing 
does not treat investor returns and de- 
preciation charges (except those occa- 
sioned by use) as costs but as a residual 
amount or plant rental. This rental 
may be less than, equal to, or more than 
a normal competitive figure depending 
upon whether the firm’s output is such 
that marginal cost is, respectively, less 
than, equal to, or more than average 
total unit cost. I1 follows that where the 
demand and output situation is such that 
marginal cost is less than average total 
unit cost, i.e., where there is excess capac- 
ity, it will not be in the interest of the 
firm to equate price and marginal cost 
except under conditions of pure competi- 
tion; otherwise it will attempt to reduce 
or avoid loss by restricting output and 
equating price to average total unit cost. 
Nevertheless, in the short run and in the 
absence of legal obstacles a firm could 
not escape compliance with a require- 
ment by regulatory authority that it so 
adjust output as to equate price with 
marginal cost. Under the latter cir- 


31 See the series of articles by C. Emery Troxel, ‘“‘Incre- 
mental Cost Determination of Utility Prices, I,” The Journal 
of Land & Public Utility Economics, November 1942, p. 458; 
“Limitations of the Incremental Cost Patterns of Pricing, II,” 
thed., February 1943, p. 28; “Incremental Cost Control 
Under Public Ownership, III,” idid., February 1944, p. 58 
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cumstances the firm would fail to cover 
its capital costs and, in view of existing 
legal and constitutional doctrines, the 
deficiency would have to be made good 
by a subsidy, but provided the latter was 
sufficient to avoid a claim of confiscation 
no serious problem would be presented. 

In the long run, however, when the 
question arises whether to replace or en- 
large the existing plant or to build a new 
plant, the regulatory bodies are faced 
with the difficult problem of inducing 
firms to expand investment to the 
optimum level. The plant rental is 
maximized when marginal cost rises 
above average total unit cost, i.e., when 
the plant is utilized beyond the point 
of lowest total unit cost. The firm has an 
incentive therefore to meet the long-run 
increases in demand for its product or 
service, so far as possible, by utilizing ex- 
isting facilities beyond the point of 
maximum efficiency; it can maximize the 


plant rental by using an inadequate and 


perhaps obsolete plant. In effect, as 
Professor Troxel puts it, “‘an ‘inefficiency’ 
rental is being awarded the firm.” *? 


This tendency of firms to resort to 
underinvestment may be attacked in two 
ways. First, it may be thought that 
since businesses presently classified as 
public utilities have a common-law 
obligation, and usually a statutory obliga- 
tion also, to provide adequate service 
regulatory bodies should generally be 
able to prevent marginal cost pricing 
from having the foregoing effect. The 
efficiency of such controls is subject, 
however, to two limitations. First, while 
the courts have been increasingly liberal 
in permitting additional businesses to be 
subjected to controls of the public utility 
type it cannot be assumed that there are 
no limits to the range of businesses which 
may be subjected to these controls. 


82C. Emery Troxel, “Limitations of the Increment Cost 
Patterns of Pricing, II,” op. cit., p. 34. 


Second, and more important, the service 
obligation applies only within the scope 
of the firm’s undertaking; in general the 
firm cannot be required to extend its 
operations by offering new or different 
services or by developing new markets, at 
least if there is any doubt as to whether 
the extension will be remunerative.** 
Another approach is to reduce directly 
the excessive plant rental. This cannot 
be done by price reductions, since the 
effect of such action would be to increase 
the quantity of the product or service de- 
manded, and hence would make plant 
congestion worse or would make ration- 
ing necessary. It could be accomplished, 
however, by taxing away the excessive 
rental or by adopting a recapture provi- 
sion similar to that of the Transportation 
Act of 1920. 

Moreover, the latter approach may be 
used as a lever to induce the company to 
expand investment part way toward a 
leve) determined to be optimum; the 
company can be given the choice of hav- 
ing the excess rental recaptured or using 
it to expand investment. Under condi- 
tions of long-run decreasing cost the 
rental would have to be supplemented by 
a subsidy in order to make it possible for 
a private firm to meet its fixed costs and 
at the same time to expand its investment 
to the optimum point. It is very doubt- 
ful, however, whether at the present time 
it would be politically possible to secure 
the subsidies required by the marginal 
cost pricing proposal, or, if secured, 
whether they would be sufficiently gen- 
erous to induce the optimum level of in- 

33 In Interstate Commerce Com. v. Oregon-Washington R. R. 
and Nav. Co., 288 U.S. 14 (1933) the Supreme Court in- 
validated an order of the Interstate Commerce Commission 
requiring a railroad to build an extension into new territory. 
In Woodhaven Gas Light Co., v. Public Service Com. of New York, 
269 U. S. 244 (1925) the Court sustained a commission order 
requiring a gas company to serve communities adjacent to 
those which it had been serving, but warned that the com- 
pany could not be required to extend its mains and service 
into new territory “when the necessary result will be to 


compel the company to use its property for the public con- 
venience without just compensation.” (p. 248). 
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vestment. Moreover there is danger that 
the regulatory bodies might become so 
absorbed in resolving conflicts with pri- 
vate firms concerning the necessary com- 
pensation of investors and the optimum 
size and type of plant as to lose sight of, 
or at least subordinate, considerations of 
optimum use of resources. Certainly 
marginal cost pricing would present 
greater administrative and political diffi- 
culties under a regime of private enter- 
prise than under public ownership. 
Whether this is to be regarded as an 
argument against marginal cost pricing 
depends upon one’s views concerning the 
relative desirability of protecting private 
enterprise and expanding the scope of 
public enterprise, which suggests that an 
over-all judgment concerning the mar- 
ginal cost pricing proposal necessarily in- 
involves questions of broad social phil- 
osophy. 


VII The Problem of Maintaining 
Managerial Efficiency 

Another objection to marginal cost 
pricing which is sometimes voiced is that 
this method of pricing encourages mana- 
gerial inefficiency, or at least makes 
the maintenance of efficient management 
more difficult than is the case where con- 
ventional methods of pricing and profit 
motivation prevail. The basis of this 
criticism is the fact that the marginal 
cost pricing proposal is of practical sig- 
nificance primarily in those cases where 
firms operate under conditions of long- 
run decreasing cost, and that pricing at 
marginal cost under these conditions in- 
volves operation at a loss which must be 
made good by taxes or tax-financed 
subsidies. It is said that the managers of 
enterprises operating under these condi- 
tions, lacking the profit motivation and 
knowing that funds will be forthcoming to 
cover whatever losses may be incurrred, 
would become inclined to slackness, or at 
least would lack incentive to improve 


efficiency. The disadvantages of such an 
arrangement are similar to those in- 
volved in ‘“‘cost plus fixed profit” con- 
tracts. Furthermore, the management of 
a public enterprise, to be efficient, re- 
quires a high degree of autonomy; yet 
where taxpayers are called upon to 
underwrite losses the political authorities 
will almost certainly feel that they 
should exercise detailed supervision and 
control, with resulting division of re- 
sponsibility and loss of autonomy. Fi- 
nally, under these conditions the con- 
trolling authorities are limited to statisti- 
cal and cost accounting devices in check- 
ing efficiency. These are subject to the 
serious limitation that it is usually im- 
possible to determine the influence of 
managerial policies in isolation from 
other influences affecting the level of 
costs. Profits, though likewise a very im- 
perfect indicator of efficiency for the same 
reason, would nevertheless seem to be an 
invaluable supplementary check and the 


unavailability of the profit test might 
handicap the efforts of the controlling 
authorities to stimulate efficiency in 
enterprises operating under the marginal 
cost pricing principle. 


Several defenses mav be made to the 
foregoing criticism. First, the two-part 
tariff coupled with voluntary investment 
permits pricing at marginal cost without 
loss of financial autonomy, but, as al- 
ready noted, the opportunities for the 
successful application of this arrangement 
are not extensive. Second, and more im- 
portant, there are limitations on the 
efficacy of profits as a stimulus to effi- 
ciency under prevailing legal and eco- 
nomic institutions. Thus in the case of 
the sc-called public utilities, the class of 
industry in which marginal cost pricing 
would be particularly appropriate, the 
existence of regulation greatly reduces 
incentives to efficiency because of the 
limitations on profits and division of re- 
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sponsibility between managers and regu- 
lators. Furthermore, in large enterprises 
even when not subject to direct regulation 
the incentive to efficiency is diminished 
and the operation of the profit motive 
distorted by the separation of ownership 
and control and possible conflicts of in- 
terest between managers and owners.*4 
Finally a question may be raised by those 
who favor public ownership on principle 
as to whether various non-financial in- 
centives might not be substituted for 
profits in whole or in part as a stimulus 
to efficiency. Individual instances may 
be pointed out where managers of 
public enterprises have turned down 
more lucrative financial opportunities in 
exchange for a modest salary and the 
satisfaction and prestige derived from 
rendering outstanding service. In the 
present state of knowledge, however, no 
generalization can be made as to the 
extent to which the ordinary run of 
management can be made to respond 
similarly to non-financial incentives. 
Likewise, in the absence of satisfactory 
empirical evidence no conclusion can be 
stated as to the relative efficiency of 
enterprises operating under marginal 
cost pricing as compared with those 
operated for profit. On a priori grounds 
the writer suspects that firms operating 
under marginal cost pricing might be at 
some disadvantage in this respect, but, 
for reasons just stated, the disadvantage, 
if any, would probably be less than is 
sometimes supposed.*5 


34 A. A. Berle and Gardiner C. Means, The Modern Corpora- 
tion and Private Property (New York: The MacMillan Co., 
1932). 

35 For an argument somewhat more favorable to marginal 
cost pricing in the matter of efficiency, see Fleming, ‘‘Pro- 
duction and Price Policy in Public Enterprise,” op. cit., 
pp. 14-16. For an article emphasizing the importance of 
non-financial incentives and at the same time the extent of 
current uncertainty and disagreement concerning the rela- 
tive importance of financial incentives see C. A. Hickman, 
‘Managerial Motivation,” University of Chicago Law Review, 
Summer 1952, p. 794. 


VIII The Effect of the Proposal Upon the 
Wage Policies of Organized Labor — 


Another possible objection to marginal 
cost pricing which, so far as the writer is 
aware, has thus far received very little 
consideration in the literature of the 
subject, is the effect which adoption of 
this proposal may have on the wage 
policies of organized labor. Marginal 
cost pricing may affect the motivation 
of union leaders as well as management. 
Just as public ownership may encourage, 
or at least permit, wage demands which 
would make profitable operation by 
private firms impossible so the combina- 
tion of public ownership and a pricing 
policy which treats subsidies as a normal 
and proper accompaniment may en- 
courage further wage demands which 
may give rise to an uncomfortable 
dilemma.** On the one hand, if the 
higher wages and resulting higher mar- 
ginal cost are translated into higher 
prices serious inflationary effects might 
follow. On the other hand, where for 
any reason it is not possible to translate 
the wage increases into price increases 
it may not be possible to equate price 
with marginal cost in the short run, and 
sometimes not even in the long run, and 
further subsidies would be required. 
This situation would arise where (1) the 
demand for the product or service is very 
elastic, so that further price increases 
would result in smaller gross revenue, 
(2) where labor organizations are able 
to enforce working rules which largely 
nullify attempts to economize on the use 
of labor, and (3) where there are legal 
and /or political obstacles to contraction 
or abandonment of operations, as in the 
case of public utilities. 

The situations where such a combina- 
tion of circumstances exist are doubtless 
exceptional but nevertheless important. 


36 Fleming, ‘“‘Production and Price Policy in Public Enter- 
prise, op. cit., p. 22. 
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An illustration may bz: found in the 
recent experience of municipally owned 
transit systems in New York City and 
some other large cities. Just as rising 
labor costs contributed largely to the 
financial difficulties of the predecessor 
private transit firms, and just as these 
difficulties were in turn primarily re- 
sponsible for resort to municipal owner- 
ship so further wage pressure by strong 
unions has made it impossible in some 
instances for the municipally owned 
systems, despite increases: in fares, to 
cover even their direct operating ex- 
penses. It is not suggested, of course, 
that increasing labor cost was solely re- 
sponsible for this outcome but it has been 
a very important contributing factor. It 
is also true that social welfare considera- 
tions may justify pricing below marginal 
cost in some instances, but only by 
chance will these coincide with in- 
stances where prices are held belcw 
marginal cost because of the combination 
of circumstances just described. In any 
event, just as there is no certainty that 
union wage policies will permit successful 
operation of enterprises under conven- 
tional methods of pricing there is prob- 
ably less certainty that they will permit 
successful operation under marginal cost 
pricing. As the writer has said elsewhere, 
‘Advocates of marginal-cost pricing have 
taken inadequate account of the power 
and the policies of organized labor.” *” 


IX Difficulties of Determining Marginal Cost 


Still another limitation of the marginal 
cost pricing proposal is the fact that the 
marginal costs which can actually be de- 
termined can be no more than rather 
rough approximations to the simplified 
marginal cost concept of economic 
theory. This is generally given at least 

37“‘Some Aspects of Wage-Price Relationships in Regu- 


lated Industry: The Railways as a Case Study,” Journal of 
Business of the University of Chicago, July 1952, p. 175. 


passing mention in the literature but it 
may be questioned whether most writers 
fully grasp the magnitude of the dis- 
crepancy between attainable and ideal 
data. Moreover it is insufficiently appre- 
ciated that the attainable marginal cost 
data are not strictly objective but in- 
volve a considerable subjective element 
arising from the necessity of resorting to 
judgment in adapting actual situations 
and available data to the theoretical 
model. 


Most of these so-called “practical” 
limitations on marginal cost pricing have 
been touched upon in the preceding 
pages and will only be briefly summarized 
at this point. First of all, in order to 
avoid extreme and disturbing price fluc- 
tuations some averaging of marginal cost 
is necessary and desirable, and this is 
recognized ‘by leading proponents of 
marginal cost pricing. The resulting 
average marginal cost, however, is not the 
marginal cost of economic theory; as 
Little says, it can be regarded as marginal 
cost only in ‘‘a very broad and theoreti- 
cally illegitimate sense,”** and if it is 
used the allocation of resources contem- 
plated by the marginal cost principle will 
not be fully realized. In the second 
place, marginal cost is indeterminate 
where joint costs are involved, to the ex- 
tent that the various joint products are pro- 
duced in fixed proportions. The situa- 
tion is little better with respect to the 
user cost element in marginal cost. The 
calculation of user cost involves an esti- 
mate of the cost of future replacement of 
equipment, but, as Henderson says, 
“this involves a guess at the unknow- 
able,”’ and to this extent “marginal cost 
ceases to be an objective magnitude and 
becomes in part a guess about the 
future.’’® 


38 Little, A Critique of Welfare Economics, op. cit., p. 191. 
"9A. M. Henderson, “Prices and Profits in State Enter- 
prise,” 16 (1) Review of Economic Studies, 1948-49, p. 17. 
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Another difficulty in the determination 
of marginal cost arises where common 
costs are incurred in the production of 
two or more commodities or services. 
This is a particularly important problem 
because production under these condi- 
tions is almost universal in modern in- 
dustry. In order to determine the 
marginal cost of any individual product 
under these conditions it is necessary to 
observe the effect upon total common 
cost of variations in the output of that 
product, while holding the output of the 
other products unchanged. This result 
could be achieved by multiple correla- 
tion analysis, which permits the output 
of all products other than the one under 
study to be treated as constant for pur- 
poses of analysis. However, there are 
definite limits to the use of this device be- 
cause of the necessity of avoiding an ex- 
cessive number of independent variables 
and for other reasons.‘*° 


Still another practical difficulty is the 
speculative and conjectural character of 
long-run marginal cost and the conse- 
quent scope for differences of opinion 
and for errors of estimate. Nor can the 
difficulties of the long-run marginal cost 
concept be wholly avoided by working 
only with short-run marginal cost be- 
cause there is no sharp line of division be- 
tween the two concepts. Again, a diffi- 
culty arises when marginal cost pricing 
is adopted in one or a few industries 
while in the great majority of the re- 
maining industries prices are determined 
under conditions of other than pure com- 
petition. Under these circumstances it is 
necessary to make the ratio of price to 
marginal cost of the firms operating 
under the marginal cost rule equal to the 
weighted average ratio of prices to mar- 
ginal costs in the remainder of industry, 
but, as previously explained, this ar- 


40 Joel Dean, Managerial Economics (New York: Prentice- 
Hall, 1951), p. 321. 


rangement is subject to very serious 
limitations, both theoretical and practi- 
cal. Finally, one of the most formidable 
practical limitations of all is the difficulty 
of measuring the discrepancy between 
marginal private and social costs and of 
devising administratively practicable 
means of removing the discrepancy 
either directly or by appropriate taxes or 
bounties. The relatively few important 
empirical determinations of marginal 
cost which have thus far been made are 
subject to a severe limitations even as 
measures of marginal private cost; so far 
as the writer is aware no systematic 
attempt has been made to expand such 
studies to take account of the discrepan- 
cies between marginal private and social 
cost. Yet it is marginal social cost rather 
than marginal private cost which is the 
relevant concept from the standpoint of 
efforts to maximize welfare. Professor 
Baumol, after a careful investigation of 
the subject, concludes that “‘the fact that 
categories like ‘external economies’ and 
‘external dis-economies’ remain largely 
empty economic boxes prevents any 
further application of welfare theory as it 
now stands.”’*! 


X Socio-Political Objections to the Proposal 


Last of all there must be mentioned the 
limitations upon the marginal cost pric- 
ing proposal arising from what might be 
called socio-political considerations. In 
the first place it is very unlikely at the 
present time that this proposal could be 
“sold” to regulatory officials, the busi- 
ness community or the rank and file of 
citizens, except possibly on a limited and 
experimental basis. The basic obstacle, 


41Baumol, Welfare Economics and the Theory of the State, 


op. at. 167. Note also the following: ‘“‘We have found 
theoretical possibilities of achieving by state interference 
more external economies than are given by competition; 
but it is, to say the least, doubtful whether frequent or ex- 
tensive interference would be justified in practice on this 
basis.” H. S. Ellis and William Fellner, “External Economies 
and Diseconomies,” American Economic Review, September 
1943, p. 511. 
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apart from the popular inertia and con- 
servatism which all unfamiliar ideas in 
the socio-economic sphere must over- 
come, is the fact that marginal cost pric- 
ing does not harmonize well with the 
philosophy of the private enterprise 
system. ‘The marginal cost pricing pro- 
posal is a social rather than a private 
standard of pricing; it is concerned with 
securing optimum use of resources and 
gives consideration to the earnings ex- 
pectations of investors only incidentally 
and to the extent that they are consistent 
with the attainment of the foregoing ob- 
jective. By contrast existing methods of 
price regulation are concerned only with 
limited social objectives, principally the 
prevention of monopoly profits, and even 
these limited objectives are subordinated 
to protection of property values and the 
earnings expectations of investors. Regu- 
latory bodies, with rather rare exceptions, 
are composed of practical, political- 
minded men without special training in 
the refinements of economic theory, who 
have been brought up in the private 
enterprise tradition and who are un- 
accustomed to thinking in terms of broad 
social objectives. ‘To men of this type, 
as Professor Troxel says, marginal cost 
pricing ‘‘is a strange idea, based on 
peculiar reasoning and expressed in an 
unfamiliar language’’;*? hence they may 
be expected to dismiss it as visionary and 
impractical. 

Even if the regulatory agencies were 
receptive to the proposal it would not 
be in the interest of the management 
and investors in the regulated enter- 
prises to accept it except under condi- 
tions which would defeat its purpose. 
Moreover, as already explained, the 
regulatory agencies would find it difficult 
to administer the proposal so as to secure 
optimum investment, even with the aid 
of subsidies, so long as investment deci- 


42C. Emery Troxel, Economics of Public Utilities (New 
York: Rinehart and Co., 1947), p. 463. 


sions are left to private initiative. Fi- 
nally, even though there are precedents 
for subsidies to private enterprise it is 
extremely doubtful at the present time 
whether the rank and file of the com- 
munity could be persuaded to vote taxes 
to support a proposal which involves 
subsidies as a normal and permanent 
feature, the justification for which could 
be appreciated only by those having 
considerable familiarity with economic 
theory. The same considerations also 
make it likely that the proposal will be 
accepted slowly and reluctantly even in 
public enterprises. It is significant that 
the administrators of Federal power 
projects, such as the Tennessee Valley 
Authority, did not adopt marginal cost 
pricing but discriminatory rate structures 
designed to make the projects self-sup- 
porting and self-liquidating. 

In the second place, the economical 
allocation of resources which is the ob- 
jective of marginal cost pricing is only one 
of several requisites for maximum welfare 
and may conflict with other policies 
which are also necessary to attain this 
objective. Hence even if marginal cost 
pricing should win popular acceptance 
the extent to which it should be used in- 
volves a value judgment as to its relative 
importance as compared with other and 
possibly conflicting policies requisite to 
the attainment of maximum welfare. 
Moreover the more narrowly economic 
requisites of maximum welfare must be 
evaluated in the light of accompanying 
political and administrative changes, 
such as the spread of public ownership, 
which they may involve. The matter 
has been well summarized by Little as 
follows: 


“In order to make price everywhere equal to 
marginal cost, we would also need to alter 
the whole order of society. The whole of 
manufacturing industry would have to be 
socialized, since pure competition does not 
exist within this sphere. If this has to be 
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done, then it is clear that dynamic arguments, 
taking into account the possible improvement 
or deterioration in such things as industrial 
relations, and managerial ability and zeal, 
and the effects on inventions and technique, 
are vastly more important than the static 
arguments of economic welfare theory. Also, 
it is clear that the political and social changes, 
which would be involved, might have effects 
on welfare, for good or ill, which would dwarf 
the comparatively minor adjustments of out- 
put into utter insignificance.’’** 


Whether the marginal cost pricing pro- 
posal if adopted generally would, despite 


43 Little, A Critique of Welfare Economics, op. cit., p. 154. 


the limitations and objections discussed 
in the foregoing pages, be an improve- 
ment over present methods of pricing, 
or some modification thereof, is a ques- 
tion which admits of no objective, quan- 
titative answer. Whatever one’s judg- 
ment in this matter it should be recog- 
nized, however, that it may be possible 
to demonstrate the superiority of margi- 
nal cost pricing in particular situations 
and on the basis of particular value 
judgments and interpersonal compari- 
sons. 
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Comments on Previous Discussion on Rate of-Return 
Problem and Cost of Capital in Public Utilities* 


IN this brief note comment is made on only 

one point, among a number deserving 
comment, in the articles by Professors 
Clemens and Thatcher on the rate-of-return 
problem in public utility rate regulation. 
The particular point is the application of an 
earnings-market-price-ratio to original cost 
per share in determining what these authors 
call the “cost” (or allowable earnings) of 
common equity capital. 

To illustrate the objectionable position I 
quote from Professor Clemens as follows: 


“The percentage cost of equity capital is com- 
monly applied to the book value of the common 
equity. This is fundamentally an original cost 
approach which recognizes growth through sur- 
plus accumulations but gives no weight to infla- 
tion. It has been attacked particularly by utility 
witnesses in those instances where commission 
attachment to an original cost rate base precludes 
an enhancement of earnings through increased 
valuations. Generally speaking, the argument is 
couched in these terms: the value of the dollar has 
declined, 1953 dollars are not the same as 1940 
dollars, a return computed from present-day 
market relationships and applied to values ex- 
pressed in dollars of prior years results in the ex- 
propriation of the value of the property and in- 
vestment committed by old investors.” (p. 37) 


Later, (p. 38) Professor Clemens character- 
izes one method used by utility witnesses to 
compensate for inflation as ‘‘an attempt to 
bring reproduction cost in by the back door.” 


Professor Thatcher is less forthright but 
apparently means to take essentially the 
same position when he writes: 

“The second essential element in estimating 
earnings per share on common stock is the 


*See E. W. Clemens, “Some Aspects of the Rate-of- 
Return Problem, Land Economics, February 1954, pp. 32-43: 
and Lionel W. Thatcher, ‘“Cost-of-Capital Techniques 
Employed in Determining the Rate of Return for Public 
Utilities,” Land Economics, May 1954, pp. 85-111. 


earnings-price ratio. It reflects the percentage 
relationship between the reported annual earnings 
per share and quoted market price. The use of 
this ratio usually implies that investors tend to 
buy stocks on the basis of earnings rather than on 
the basis of dividends. In comparison with divi- 
dend yields, earnings-price ratios provide the more 
direci, though not necessarily the more reliable 
method of measurement. If a study shows that 
the earnings-price ratio per share of a given utility 
company has been running consistently at approxi- 
mately 8%, or that stock has been selling at 
approximately twelve-and-one-half times reported 
earnings, it follows that the stock will continue to 
sell at approximately its book value if future earnings per 
share amount to 8% on book value.” (p. 92, italics 
supplied) 


The above statement follows after a previous 
statement that “one test for determining a 
capital-attracting return on common stock 
equity is an amount adequate to maintain the 
market price of common stock per share at a 
reasonable level above book value.” (p. 91) 

On the basis of these statements and other 
techniques described by Professor Thatcher in 
his article, I derive the impression that he 
would apply his earnings-market-price ratio, 
adjusted for flotation costs and under-pricing 
to reflect market pressure when new shares 
are issued, to book value per share, substan- 
tially as Professor Clemens bluntly says it is 
“commonly” done. In other words, the 
earnings allowed should only be sufficient to 
maintain market prices at substantially book 
value or original cost per share. 


Professors Clemensand Thatcher appear to 
defend this position on the following principal 
grounds: (1) The earnings-price yields re- 
flect investors’ expectations in a free and open 
market place. (2) If allowed earnings on 
book value per share attain these percentage 
yields at market prices, these earnings are 
sufficient to attract new capital. (3) Appli- 
cation of these percentage yields to book 
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value per share is necessary to prevent “bring- 
ing reproduction cost in by the back door.” 
(4) The yields at market prices reflect what 
an investor today is willing to pay or accept 
for the percentage yields of those same dollar 
earnings per share related to book value or 
original cost per share. 

Mr. Marvin Chandler, subsequent to these 
articles by Clemens and Thatcher, has ex- 
pressed his dissent from this approach, from 
the standpoint of a security analyst.' I will 
not attempt to restate his so recently expressed 
opinion. I subscribe to, and endorse, Mr. 
Chandler’s position on this point (at 242-243). 

There are a number of grounds for taking 
exception to the Clemens-Thatcher tech- 
nique. Mr. Chandler has covered certain 
ones. Additional considerations deserve 
weighing from the broad, long-range point of 
view, such as equitable treatment of old in- 
vestors, regulatory policies in a period ofeco- 
nomic expansion as compared with depres- 
sion, and the long-run economic benefits from 
following a different policy than that urged 
by Clemens and Thatcher. I propose, in the 
interest of brevity, not to discuss these at this 
time but to confine myself to certain deficien- 
cies from the standpoint of economics and 
statistics. 

Here are some statistical deficiencies which, 
in my opinon, are inherent in the Clemens- 
Thatcher technique: (1) They use a ratio de- 
rived from one set of fact relationships to apply 
to another different set of fact relationships. 
(2) They ignore or gloss over the fact that 
earnings-price yields reflect, ratio-wise, a 
quite different earnings yield on book cost. 
Perhaps this should be stated positively: 
They aim to reduce the earnings-book value 
yield to the same ratio as the earnings- 
market price yield. (3) They substitute a 
value ratio for a cost ratio and identify the 
two. 

From the standpoint of economics these 
appear to me to be deficiencies in the 
Clemens-Thatcher techniques: 

(1) The earnings-price yield applied to 
book value or original cost per share cuts 
earnings per share so drastically under 
current market conditions as to bring market 
price per share close to book value or original 
cost per share. If this policy were generally 
followed, it is tantamount to saying that, by 
cutting down the realized or allowable earn- 
1 Marvin Chandler, “Public Utilities as Investments from 


the Security Analyst’s Viewpoint,” Land Economics, August 
1954, pp. 236-247. 
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ings (or dividend potential) on which market 
values fundamentally are based, a good part 
of the approximately $4 billion of market 
value premium above book value (40% of 
about $9.7 billion book common equity at 
December 31, 1953) should be wiped out. 
Moreover, this policy is being proposed at a 
time when electric utilities are raising $2.5 to 
$3.0 billion of new capital a year to finance 
plant expansion for meeting adequately the 
public demands for service. 

(2) This result has the effect of making more 
difficult and expensive the attraction of new 
capital in competitive capital markets on 
terms advantageous to the utility and in the 
long run to the consumers. 

(3) Although the Clemens-Thatcher tech- 
nique seemingly lowers over-all cost of 
capital, it actually sets in motion inducements 
to corporate action and to market appraisals 
which tend to work themselves out in a 
higher over-all cost of capital. 

An illustration will perhaps make some of 
these deficiencies more clear. Assume a 
utility ““X’? with a book value (original cost) 
equity per share of $25, paying $2 per share on 
a 75% pay-out. The dividend yield is 8% 
on book value and the earnings yield on 
book value is 10.7%. In. present and recent 
markets over the past several years such a 
utility stock on the average would have a 
market value of about $35 per share or 140% 
of book value.? On this basis the dividend 
yield at market price is 5.7% and the earn- 
ings-price yield is 7.6%. Under the Thatcher 
technique, at least, this 7.6% would be in- 
creased by about 10% to 8.4%, to reflect 
flotation costs and under-pricing to offset 
market pressure upon issuance of new shares, 
and the 8.4% applied to $25 of book value to 
give $2.10 of allowable earnings. With a 
75% dividend pay-out, on this theory divi- 
dends would have to be cut to $1.57 per share; 
if not cut, the continued $2 dividend means 
a pay-out of over 95% and permits, other 
things remaining the same, only 10c a share 
annual surplus accumulation recognized by 
Clemens to take care of appreciation through 
growth. If the 75% dividend pay-out ratio 


2 Charles Tatham, Jr., “Book Value and Market Prices 
of Electric Utility Common Stocks,” The Analysts Journal, 
November 1953, 33 at 36. Mr. Tatham has advised me that, 
with 1953 figures added, average market prices in percent 
of book value for a sample of electric utility common stocks 
measured against cost rate-base, were 1949, 128%; 1950, 
136%; 1951, 133%; 1952, 141%; 1953, 143%. In his table 1 
(at p. 34), the 1953 values were: AAA companies 129%; 
AA, 154%; A, 148%; all companies, 146%. 
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is maintained and dividends cut to $1.57, a 
21.5% cut, the market price, on a purely 
statistical basis using 7.6% earnings-price 
yield, would be forced down to about $27.50 
per share. 

Using the above illustration to point up 
my criticism of the Clemens-Thatcher tech- 
nique the following questions are raised: 

1. Would the investor who has paid $35 a 
share for $2 dividend out of $2.67 of earnings, 
constituting 8% and 10.7%, respectively, on 
book value per share, pay as much as $35 for 
either (a) $2 dividend out of $2.10 of allow- 
able earnings or (b) $1.57 dividend out of 
$2.10 of allowable earnings? 

2. What would an investor be likely to 
pay for a stock earning 7.6% (or 8.4%) on 
book value per share as compared with a 
stock earning 10.7% on book value per share? 

3. What would happen to price or rating 
of an AA bond with interest coverage in 
terms of earnings per books of 4.0 times if 
allowable earnings were cut so that interest 
coverage dropped to 3.5 times or less? 

4. Would the marketability of new shares 
be easier for a stock with market price of $35 
for a $2 dividend yield of 8% and an earnings 
yield of 10.7% of book value or for a stock 
with an earnings yield of 7.6% (or 8.4%) of 
book value and either a $2 dividend with 
95% pay-out or a dividend based on an es- 
tablished 75% pay-out pattern? 

5. What consequences or capital-raising 
problems or tendencies are seen from re- 
gulatory action whichcuts allowable earnings 
from 10.7% to 7.6% (or 8.4%) ofbook value 
per share? 

6. Which policy is more beneficial to old 
shareholders who have made their invest- 
ments in old dollars: (a) issue new shares at 
25% to 30% above book value per share; or 
(b) issue new shares at 5% to 10% above 
book value per share? 

7. Can the end result of the policies urged 
by Clemens-Thatcher be other than to force 
a 30-35% decline in the market price of out- 
standing public utility common _ stocks? 
What social objectives are achieved by such 
forced declines in the price level of public 
utility stocks? 

In asking these questions and in criticising 
the Clemens-Thatcher technique, one point 
should be made crystal clear to avoid any 
possible misconstruction. The application, 
to a book value per share having a 10.7% 
rate of earning, of a market value, in terms 
of earning-price yield, of that book-value 


yield (whether 7.6%, 8.4%, or any other 
figure) carries no implication or inference as 
to whether the 10.7% rate of earning is 
reasonable, adequate or not. The earnings at 
the rate of 10.7% of book value may be more 
than, or less than, reasonable and adequate, 
or about right. That is the responsibility of 
the regulatory body to determine after ex- 
amining all relevant facts and circumstances. 
What that finding is may very well influence 
future market valuations to some degree and 
hence may help establish a new and different 
market price premium above book value. 
Admittedly this determination involves diffi- 
culties, in effect requires a determination of 
what market price premium above book value 
appears reasonable in all the circumstances, 
and hence requires a high order of judgment. 
But that responsibility, I submit, is not ade- 
quately discharged by a mechanical formula 
such as the Clemens-Thatcher technique in- 
volves of applying an earnings-price yield to 
book value or original cost. And that simple 
technique, it is also submitted, does not meet 
the yardstick tests expressed in such land- 
mark rate-of-return cases as the Bluefield and 
Hope cases,’ certainly at a time of rapid plant 
expansion with large new capital require- 
ments, when there has been a persistent, sus- 
tained level of market values above book 
values as substantial as has existed for the 
past decade.‘ To ignore this fact is as un- 
realistic as it is unreasonable. 


I urge that adherents of the Clemens- 
Thatcher technique candidly and aggressively 
re-examine their technique and its implica- 
tions in terms of corporate fiscal policy and 
regulatory policy in the light of their answers 
to the above queries. If this is done with 
complete candor and without ideological 
predilections or inhibitions, I think they may 
discover that however appropriate their 
techniques may have seemed as applied to 
conditions during the Great Depression of 
the Thirties, their methods are no longer in 
step with this expansive, inflationary day and 
age of post-World War II. 


E. W. MoreEHOUSE 


General Public Utilities Corporation, 
New York City 


3 Bluefield Waterworks & Improvement Co., v. Public Service 
Commission, 262 U. S. 679 (1923). Hope Natural Gas Co. v. 
Federal Power Commission, 320 U. S. 591 (1944). 


«Charles Tatham Jr., op. cit., p. 34. 





Reply: Comment on Discussion of Rate-of-Return 
Problem and Cost of Capital in Public Utilities 


OCTOR MOREHOUSE makes no 

forthright statement of his own ap- 
proach to the problem other than to say “I 
subscribe to and endorse, Mr. Chandler’s 
position on this point.” Since Mr. Marvin 
Chandler’s article was ccnfined entirely to 
the investor’s or security analyst’s viewpoint, 
one must assume that Dr. Morehouse is con- 
cerned with public utilities as a source of 
profitable investment but with little con- 
sideration of the consumer. 

This problem is an offshoot of the original 
cost versus reproduction cost controversy and 
has been aggravated by the postwar inflation. 
However, to apply a cost of equity capital 
computed by the so-called Clemens-Thatcher 
technique to the market price of common 
stock to determine allowable earnings on 
equity capital would involve circular reason- 
ing—the more earnings and dividends on 
stock, the higher the market price, and ac- 
cordingly the higher the allowable earnings. 

Dr. Morehouse claims statistical deficien- 
cies in the Clemens-Thatcher technique in 
using a ratio based onearnings-price relation- 
ship to book value. 

In an attempt to demonstrate this de- 
ficiency, Morehouse assumes a condition 
where per share statistics are as follows: 


Book value 

Dividends 

Earnings 

Percent earnings on book value 

Market value 

Dividend yield on market 

Earnings-price ratio................ 7.6% 


On the basis of using an earnings-price rela- 
tionship of 8.4% (7.6% adjusted for flotation 
costs and market pressure) applied to book 
value of $25, an earnings of $2.10 a share is 
computed. These earnings capitalized at 
the earnings-price ratio of 7.6% would indi- 
cate a market of about $27.50 a share. 
From this analysis, Morehouse infers that 
the end result of the methods urged by 
Clemens-Thatcher cannot be other than to 
force a 30-35% decline in the market value 
of utility common stocks. This inference, 
based on a “straw man” type of hypothesis, 
is not warranted. Indeed by changing the 
“straw man” assumptions a bit, an opposite 


inference can be suggested. For example, 
assume the following per share statistics: 


Book value 

Dividends 

Earnings 

Percent earnings on book value 
Market value 

Dividend yield on market 
Earnings-price ratio 


With an earnings-price ratio of 14.1%, ad- 
justed to 15.7% to allow for flotation costs 
and underpricings, applied to book value cf 
$25, earnings of $3.93 a share are indicated. 
This is an increase of $1.26 a share which, if 
granted and capitalized at 14.1%, would 
mean an increase of $8.94 a share in market 
value. And hence, one might infer, with 
just as good rationale as in the Morehouse ex- 
ample, that the Clemens-Thatcher approach 
might result in an increase in market value of 
shares of around 45 percent with increased 
charges to customers to support the addi- 
tional market value. 

The Morehouse example, and the fore- 
going one, merely demonstrate that criticism 
of the use of earnings-price ratios based gn 
spot market prices is fallacious and may lead 
to entirely wrong conclusions. Furthermore, 
Clemens-Thatcher have not advocated the 
use of earnings-price ratios based on spot 
market conditions, and criticism of their 
technique based cn such an assumption is 
not warranted. 

There is no question that the market has a 
direct effect on the amount a utility obtains 
when it issues shares of stock. This being so, 
it is certain that earnings-price relationships 
are properly to be considered in estimating 
the cost of equity capital. Perhaps this fact 
may be made more clear by assuming a 
situation where a utility was continuously 
raising additional equity capital through 
sales of additional shares on the market. In 
this circumstance the amount received by the 
utility for its shares wculd be the weighted 
average market price less flotation costs and 
allowance for market pressure. And _ the 
weighted average earnings-price ratic, appro- 
priately adjusted for flotation costs and 
market pressure, would properly be applicable 
to the book value of the shares as a measure 
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of the cost of equity capital. This procedure 
would involve no deficiency from the stand- 
point of statistics. 

It is not usual for a utility to continuously 
have to raise additional equity capital. 
However, there are many instances where 
additional shares are issued annually and the 
tulk ot the total equity capital has been 
obtained in the post-war period. The 
market value of shares and the resulting 
earnings-price ratios prevailing have un- 
questionably been important factors affecting 
the cost of equity capital. As a matter of fact, 
in many instances the ratios applying in the 
near future must also be considered, for not 
infrequently the total cost of equity capital 
must include the estimated cost of an addi- 
tional issue currently in prospect. And it is 
likely that Dr. Morehouse would agree that 
to estimate the sale price of a contemplated 
issue of common stock one would need to know 
the market value of the shares already out- 
standing. This would involve knowledge 
also of earnings-price ratios and dividend 
yields. 

The earnings-price ratios and dividend 
yields of utility common stocks are important 
factors to be considered in estimating cost of 
equity capital, as is done by the Clemens- 
Thatcher techniques. True, they are not the 
sole factor; and informed judgment must be 
exercised in arriving at a final conclusion as 
to the cost of equity capital. But it must be 
remembered that in the final analysis, it,is 
what investors pay for common stocks that 
determines the cost. Accordingly, estimates 
of cost of equity capital should give proper 
weight to market prices and earnings-price 
ratios and dividend yields. 

Dr. Morehouse draws the conclusion from 
his hypothetical spot analysis that application 


of the earnings-price ratio to book value or 
original cost per share cuts earnings per share 
so drastically that the market price per share 
is brought down close to book value or origi- 
nal cost. And this result has the effect of 
making more difficult and expensive the 
attraction of capital in the competitive 
markets. 

As a matter of fact, just the opposite condi- 
tion has resulted during the past few years. 
Statistical evidence cited by Dr. Morehouse 
in footnote 2 shows that the average market 
prices in percent of book value for a sample 
of electric utility common stocks measured 
against a cost rate base were 128% in 1949 
and 143% in 1953. Moreover, the electric 
utilities have been raising $2 to $3 billions of 
new capital each year for plant expansicns 
and at a very reasonable cost. All this has 
been accomplished during the period when 
the so-called Clemens-Thatcher rate of return 
technique has been applied to a book cost or 
original cost rate base wnicn is the type of 
rate base adopted by the great majority of the 
regulatory commissions throughout the 
country. 

It would also emphasize the fact that in 
actual rate cases the Clemens-Thatcher cost of 
capital or rate of return is not geared to a spot 
earnings-price ratio but rather is a return that 
recognizes several factors and, based on actual 
operations, maintains a reasonable relation- 
ship between market price and book value of 
utility stock. One can state with certainty 
that this return clearly meets the “yardstick 
tests expressed in such landmark rate-of- 
return cases as the Bluefield and Hope cases.” 


LIonEL W. THATCHER 


University of Wisconsin 


Resales of Homes Financed by Veterans’ 
Administration Guaranteed Loanst 


I 


"THE Servicemen’s Readjustment Act of 

19441 was enacted by Congress on 
June 22, 1944, for the broad purpose of ful- 
filling the “duty and responsibility of our 
grateful people to see to it that those who 


t This project was financed by a grant from the Bureau of 
Business and Economic Research, The University of Cali- 
fornia at Los Angeles. 

1 Public Law No. 346, 78th Congress, 2nd sess. (June 22, 
1944), Servicemen’s Readjustment Act of 1944. 


served actively in the armed services in 
World War II not only should not be 
penalized as a result of that service but also 
upon their return to civil life should be 
assisted in reaching that place, position or 
status that they normally would have achieved 
had their war services not interrupted their 
careers.”? The legislation commonly known 


2H. W. Colmery, “Background and Broad Objectives of 
the G. I. Bill,’ Savings and Loan Annals, 1944 (Chicago: 
United States Savings and Loan League), p. 23. 
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as the G.I. Bill, did not deal with pensions or 
medical and surgical care (which were ccn- 
tained in other legislation) but was directed 
rather to assisting veterans with problems of 
rehabilitation through, among other things, 
education, technical training, and _ loans. 
It was not intended to be a “‘bonus bill or 
legislation of that character [but rather] it 
proposed to take care of the men who... . 
fought . .. . in the defense of their country.’”* 
There can be no question that the legislation 
was cesigned specificaily (a) to assist veterans, 
and (b) to provide this assistance through 
indirect rather than direct methods, that is, 
by loans and grants-in-aid for specific pur- 
poses in lieu cf cash bonuses. 


Title III, Section 501 (a), of the Service- 
men’s Readjustment Act provides for “the 
guarantee cf a loan to be used [by the veteran[ 
in purchasing residential property or in 
constructing a dwelling on unimproved 
property owned by the veteran and to be 
occupied as his home.”’* The original legis- 
lation authorized the Loan Guaranty Service 
of the Veterans’ Administration to guarantee 
50 percent or $2000, whichever was the 
smaller, of any loan made by an approved 
lending institution to an eligible veteran pro- 
vided that the loan was made at 4 percent 
interest, amortized over 20 years, and of a 
practicable nature, i.e., in keeping with the 
veteran’s income, employment potentials, 
etc.> The purpose of the legislation is to 
encourage lending institutions to make low 
interest rate loans to veterans on the security 
of real property. In addition to providing 
easy terms, the legislation through the 
guarantee provisions encourages lenders to 
make very high loans in relation to the lend- 
ing value of the property so that the veteran 
“thas to pay little cash, perhaps none, out of 
his own pocket for a down payment.”’® 


The original legislation also provided for 
the guarantee of up to 100 percent of second- 
mortgage loans provided that (a) they were 
not more than 20 percent of the value of the 
property or $2000, and (b) the first mortgage 


3 /bid., p. 25. 

4 Public Law No. 346, op. cit., Title 3, Section 501 (a). 

5 Although the original legislation has been amended, the 
principle of the Act has not been changed. By amendment 
and administrative order, the guarantee has been raised to 
60 percent or $7,500, the interest rate to 414 percent, and 
the amortization period extended to 30 years. 

6 National Housing Agency, Home Loans Under the G. I. 
Bill of Rights (Washington: U. S. Government Printing 
Office, 1947), p. 4. 


was insured by a federal agency.’ With the 
combination of a Federal Housing Adminis- 
tration insured loan and a Veterans’ Ad- 
ministration guaranteed loan, the veteran 
was practically assured the possibility of ob- 
taining a house with no equity of hisown. In 
the area of housing, therefore, the govern- 
ment assisted veterans in home ownership by 
enabling them to obtain higher loans and 
lower interest rates than were generally 
available for other segments of the population. 

The popularity of the legislation is attested 
by the fact that of approximately 19 mil- 
lion eligible veterans, three million had 
applied for loans by 1952.8 In the period 
1944 to 1952 over 2,400,000 first mortgage 
home loans were closed by the Veterans’ 
Administration and, during the same period, 
approximately 13.3 percent of all houses 
started in the United States were financed 
by the Veterans’ Administration. ® 


It has become apparent that a number of 
the homes purchased under provisions of the 
Servicemen’s Readjustment Act have been 
sold on the market. This is, of course, in- 
evitable as veterans move to new areas or 
desire to change their living conditions for 
some reason. However, such sales raise in- 
teresting problems both for the veterans 
making the sale and the purchasers, par- 
ticularly if the purchaser is a non-veteran and 
the property is not refinanced at the time of 
the resale. Although Congress did not 
establish policy for the handling of resales in 
the Servicemen’s Readjustment Act of 1944, 
the Veterans’ Administration adopted a 
regulation early in its program to control this 
situation and since that time Congress has 
had an opportunity to review it. This regula- 
tion, Section 36:4308, reads: “The convey- 
ance of, or rather transfer of title to property 
by operation of law or otherwise, after a 
creation of a lien thereon to secure a loan 
which is guaranteed or insured in whcle or in 
part by the Administrator, shall not of itself 
terminate or otherwise affect the guaranty or 
insurance.”!® This established the clear in- 
tention of the Veterans’ Administration to 
make sure “that no lender will deprive the 


7This provision was cancelled by Public Law No. 475, 
81st Congress, 2nd sess., Housing Act of 1950, Title 3. 

8 Administration of Veterans’ Affairs, Annual Report 
(Washington: 1952), pp. 1, 96. 

® Housing and Home Finance Agency, Housing Statistics 
(Washington December 1952), p. 26. 

10 Regulations governing the operation of the Loan 
Guaranty Division of the Veterans’ Administration. 
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veteran of the right to sell his property with 
the benefit of the continuation of the 
favorable loan with which he purchased it.””!! 

It is the purpose of this paper to determine 
the extent of resale of homes without re- 
financing to non-veterans and to consider 
some of the implications of this practice. In 
addition, information is presented on some 
selected characteristics of the home pur- 


chasers. 
II 


Although the financing of home loans by 
the Veterans’ Administration takes place 
throughout the entire United States, limited 
resources dictated that a less ambitious 
project than surveying the entire country be 
undertaken. A random sampling procedure 
was used in order that the sampling error of 
the survey could be estimated, and the sample 
was drawn from the files of tne Los Angeles 
office of the Federal National Mortgage 
Asscciation which serves the states of Cali- 
fornia, Arizona, Nevada, and Utah.!* In 
the files of the Federal National Mortgage 
Asscciation each loan is identified by a 
ledger card and each resale by a change cf 
ownership sticker on that card. With a 


random start, every fifth card with a change 
of ownership sticker attached was selected 


and, in this manner, 1082 resales were 
selected to comprise the sample. A post-card 
questionnaire and a covering letter were 
sent to each randomly selected home-owner 
during October and November of 1952. The 
non-respondents to the initial mailing were 
sent another questionnaire and a stronger 
letter urging them to reply. After a second 
follow up of non-respondents, a total of 390 
questionnaires were returned and they are 
the data on which this study is based.'* 


There is no reason to believe that the loans 
guaranteed by the Veterans’ Administration 
which have been purchased by the Federal 
National Mortgage Association contain any 
particular peculiarities inasmuch as_ the 
foreclosure experience on their hcldings is 
not significantly different from that of other 


1! Letter dated March 30, 1953 from the Loan Guaranty 
Division, Veterans’ Administration, Los Angeles, California. 

12 Although the Federal National Mortgage Association, 
Los Angeles Office, permitted the use of their ledger cards for 
the purpose of sampling and estimating the distribution of 
the loans which they held, this was the complete extent of 
their participation in the study. 

13 A technical appendix which discusses the sampling pro- 
cedure and analyzes the returns for biases due to non-re- 
sponse is available in mimeograph form from the authors. 


major lenders in the area.'* However, since 
the Federal National Mortgage Association 
cannot purchase mortgages of a value greater 
than $10,000'* and housing markets are very 
local in nature,'® any generalization to a 
larger area on the basis of this sample must 
be made with care. 
Ill 


By enumeration it was determined that 
there were approximately 5400 resales in the 
Federal National Mortgage Association files 
which contained records of approximately 
50,000 loans guaranteed by the Veterans’ 
Administration. It is apparent, therefore, 
that about 10.8 percent cf these Icans are on 
property which has been resold. It was 
found from the sample results that 54.9 per- 
cent of these resales were to non-veterans. 
A:lowing for sampling variation, the estimate 
of the percentage of all resales to non-veterans 
is from 50 to 60 percent, at the 95-percent 
confidence level. 

During the pericd 1946 to September 1952 
the Loan Guaranty Division cf the Veterans’ 
Administration Regional Office in Los 
Angeles guaranteed 168,000 loans.'? If 
these loans are all in force, that is, if there 
have been no pay-offs, the survey would 
indicate that about 16,800 V.A. properties 
have been resold and about 9,000 of these to 
non-veterans. Inasmuch as 85 percent of all 
loans held by the Federal National Mortgage 
Association are on property in Los Angeles 
county, the amount of error in these figures is 
indeed slight. On the assumption that the 
pattern in the southwestern United States 
applies throughout the nation where some 
2,400,000 loans have been made (see foot- 
note 11), it is estimated that 260,000 homes 
have been resold and that about 140,000 of 
these have been purchased by non-veterans. '® 

The results of resales without refinancing 
vary with the circumstances under which the 
sales are completed. Veterans may be able 


14 Residential Research Committee of Los Angeles, Rest- 
dential Research Report (Los Angeles: Residential Research 
Committee, Third Quarter, 1952), pp. 40, 42, 43. 

15 P. L. 479, 73rd Congress, 2nd sess., Chapter 847: Na- 
tional Housing Act of 1934, Title IIT, Section 301 (a) (as 
amended). 

16. Fisher, Urban Real Estate Markets, Characteristics and 
Financing (New York: National Bureau of Economic Re- 
search, 1951), p. 44. 

17 Personal letter from the Veterans’ Administration, 
Regional Office, Loan Guaranty Division Los Angeles, 
California. 

18 It would be interesting if a major survey were under- 
taken to determine the accuracy of the application of the 
southwestern United States survey to the entire country. 
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to capitalize the low interest rate and long 
term of mortgage. This capitalization en- 
ables the veterans to obtain a payment 
greater than their equity; in effect, they 
receive a cash bonus.'® If sales are com- 
pleted under conditions which make it im- 
possible for the veteran to fully capitalize 
these advantages, the purchasers are receiv- 
ing the benefits of the legislation. If the 
purchaser is a veteran, he is not using the 
guaranty for which he is eligible and, if he is 
a non-veteran, he may be obtaining benefits 
which the legislation clearly does not intend 
to give him. 

It is certain that the Veterans’ Administra- 
tion does not interpret the legislation in any 
respect to prevent resales.2° Indeed, it very 
often finds the transfer of the loan a valuable 
servicing device because, when a veteran 
finds that he cannot pay his obligations, the 
low interest loan with its favorable payment 
terms makes it possible to convey his property 
without loss and so “the veteran escapes 
damage, the loan payments are met by his 
transferee, the lender avoids foreclosure, and 
the Veterans’ Administration avoids the loss 
attendant upon the payment of the claim”.”! 

Whether or not the veteran capitalized the 
favorable financing terms, transfer of the 
property without refinancing may well oper- 
ate to his disadvantage. If the purchaser of 
the house fails to make the payments on the 
loan, the veteran must either assume the 
payments or else allow the loan to be fore- 
closed; he is still liable for the original guar- 
anty, even though he has not occupied the 
house for years. In addition, under the laws 
of the guaranty, the maker of a note must 
indemnify his guarantor for any loss which 
the latter sustains as a result of the maker’s 
failure to perform. If a foreclosure occurs 
and the Veterans’ Administration is required 


19 If, for example, a veteran purchases a home for $11,000 
with a $1,000 down-payment and a $10,000 mortgage under 
provisions of the V. A. legislation amortized over 20 years 
at 4 percent, he will pay $60.60 monthly, or $14,544 over the 
life of the loan. The $10,000 mortgage costs $4,544. A 
$10,000 mortgage at 5 percent for 20 years costs $5,840; so a 
purchaser can afford to pay up to $1296 for the veteran’s 
loan. Ona resale, therefore, a veteran may receive not only 
the $1,000 down-payment but a bonus for the favorable 
financing terms of the V. A. In other words, he may re- 
cover more than his equity on the property. All the proper- 
ties surveyed in this study were financed at the original 4 
percent rate. 

20 See section I of this article. 

21 Letter, op. cit., fn. 17. It is unfortunate that the cost 
of using public credit to underwrite private risk has never 
been carefully studied. The general attitude that it is 
costless to the taxpayer certainly needs careful exploration. 





to pay on its guaranty, this is construed as an 
overpayment to the veteran on the part of 
the Veterans’ Administration. By selling 
without refinancing, the veteran is risking 
further benefits which he might obtain under 
existing legislation because this overpayment 
may be offset against other benefits which 
the veteran might be eligible to receive.” 
When it is remembered that refinancing was 
requested from the Home Owners’ Loan 
Corporation for one-fifth of all the nation’s 
non-farm owner-occupied dwelling units in 
the 1930’s,*° the possibilities of veterans’ re- 
sponsibilities in this respect cannot be lightly 
disregarded. 

There are also circumstances under which 
the Veterans’ Administration will ‘“re- 
compute” the loan guaranty privileges of 
veterans if they sell their properties subject to 
refinancing; that is, if the original loan is 
payed off and the guarantor is relieved of 
all his obligations. For example, if a veteran 
sells his property because he moves to a new 
area, he may be able to obtain a new loan 
guaranty to support a new purchase, but 
only if his original loan is paid off when his 
first house is sold.** It may not be necessary, 
therefore, for the veteran who is forced to 
move to sell his property at a bonus (repre- 
senting the capitalized value of the benefits) 
in order to maintain his relative position in 
the housing market. 

The policies of the Veterans’ Administra- 
tion with respect to resales are based upon 
the assumption that, since Congress in its 
reviews has not questioned them they are 
within the intent of the legislation. For the 
many reasons discussed, it is clear that the 
entire problem of resales should be carefully 
examined. 

IV 

Although the major objective of this paper 
is to determine the extent of resales of homes 
to non-veterans (Part III), selected character- 
istics of the resales and the purchasers are 

22 Letter, op. cit., fn. 17. 

23 C. Lowell Harriss, History and Policies of the Home Owners? 
Loan Corporation (New York: National Bureau of Economic 
Research, Inc., 1951) p. 1. 

24 Regulation TB 4 A 91 (Veterans? Administration Technical 
Bulletin) effective August 25, 1950. Recomputation of the 
loan is granted if the veteran sells his property for “‘compell- 
ing” reasons. Health, employment and most personal con- 
siderations may be compelling reasons for selling. However, 
an increase in family size, transfer to another location by a 
firm which has a policy of transferring employees, or a 
transfer while in the Armed Forces are not normally con- 
sidered appropriate grounds for ‘“recomputing” the 
guaranty. 
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also investigated. These characteristics are 
the age and income of the purchaser, the 
time of resale, and the purchase price of the 
houses. Special attention is given to the 
differences between the veteran and non- 
veteran purchasers with respect to these four 
factors. 


Time of Resale. The distributions of pur- 
chases by veterans and non-veterans are 
classified by the time of resale. Although 
resales by veterans started earlier than for 
non-veterans, they began in volume for both 
groups in the second half of 1950, possibly 
because of the uneasiness introduced into the 
housing market during this period by tne 
outbreak of the war in Korea and the ex- 
tension of credit controls on housing through 
Regulation X (October 12, 1950) which 
increased down payments.”5 


Purchase Price. The prices paid for the 
homes purchased vary from under $7,000 to 
over $14,500. The distributions of prices do 
not differ too greatly for the veterans and 
non-veterans buying the homes indicating 
that neither group tends to have a different 
price preference than the other. The median 
price of all resales is $10,200, which is slightly 
less than the $10,579 median price for all new 
V.A. financed homes constructed in June, 
1952. 


Age and Income. Age and income are 
analyzed together because a priori it may be 
reasoned that they will be associated. Non- 
veteran householders are in general older 
than veterans, and it may be argued that 
non-veterans will in general have larger in- 
comes because they are older. It may also 
be postulated that if these homes have any 
advantage in lower price, down-payment, and 
interest rate, the non-veteran purchasers will 
not only be older than the veterans, but will 
also be in the lower income brackets. It 
might be expected that (a) the separate age 
and income distributions of veterans and 


25 It turned out that this uneasiness was well-founded. 
Recent surveys have shown that the price of V. A. financed 
homes increased between October 1950 and September 1951. 
(See Housing and Home Finance Agency, Housing Research, 
March, 1953, p. 38.) Although the qualitative aspects of 
the resales is not investigated in this paper, it would be in- 
teresting to study the reasons for the resales and to answer 
such questions as: Did the veteran overbuy relative to his 
age and income? How long did the veteran who is selling 
own his property? How important is price as compared to 
other factors in determining willingness to sell, and so forth? 


non-veterans would differ, and (b) the 
older non-veterans would also be in the low 
income groups. 

The data support only a part of this hypo- 
thesis. The veteran and non-veteran age dis- 
tributions are definitely different with a 
concentration of veterans in the age bracket 
from 25-34 as is to be expected six years after 
the end of the war. The income situation is 
not as clearcut. The largest percentage 
differences between veterans and _ non- 
veterans are found in the middle income 
brackets ($3501-$4500 in favor of veterans) 
and in both the smallest (less than $2500) and 
the highest (over $5000) income brackets—a 
tendency which is interestingly contradictory 
to the expectation of the a priori analysis. 

Summary. The analysis of the characteristic 
features of veteran and non-veteran buyers of 
houses financed under the provisions of the 
Servicemen’s Readjustment Act clearly points 
out that the purchasers do not differ with 
respect to the time of the purchase or the 
purchase price of the home. They do, 
however, differ with respect to age and in- 
come. The non-veterans are not only older, 
but they tend to have, at the same time, 


higher incomes. 
Vv 


It is estimated that about 11 percent of all 
loans guaranteed by the Veterans’ Adminis- 
tration and held by the Federal National 
Mortgage Association in the southwestern 
United States are on property that has been 
resold, and that 50-60 percent of these resales 
have been to non-veterans who do not 
qualify for such loans under the conditions of 
the legislation. Although the number of 
resales is small (indicating that the Veterans’ 
Administration has broadly achieved _ its 
purpose of assisting veterans to obtain homes) 
and the net result of these resales on the 
American economy and, indeed, even on 
housing markets at the present time may be 
slight, their ramifications for the veteran, the 
Veterans’ Administration, and the taxpaying 
public certainly deserve careful study. At the 
least, the practice of resales is extensive 
enough to receive close consideration and 
perhaps further investigation. 


JAMES GILLIES 

R. Ciay Sprow.s 
University of California, 
Los Angeles 
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Agriculture and Economic Progress. By E. M. 
Ojala. New York: Oxford’ University 
Press, 1953. 

Dr. Ojala, a New Zealand statistician of 
Finnish descent, now an administrator with 
the South Pacific Commission, publishes in 
this book the text of the thesis on which he 
was a awarded a D.Phil. after working as a 
research student in the Agricultural Eco- 
nomics Research Institute at Oxford Uni- 
versity. 

The beok shows two principal lines of 
work, which will please two different classes 
of readers. A certain number of readers 
(including the present reviewer) will find the 
mcst interesting part of the bock in what has 
mcdestly keen relegated to a thirty-page 
apperdix cn “Gross and Net Output of 
oe in the United Kingdom, 1867- 

American readers, at any rate during 
recent years, have come to take it for granted 
that they can expect to fird thorcughlv com- 
prehensive, continuous and comparable sta- 
tistics on any aspect of agriculture which 
they wish to examine, back to the 1860’s. 
But they are probably aware that the situa- 
tion is not nearly so good in other countries. 
The first European country to publish a 
really thorough study of agricultural produc- 
tion back to the 1860’s, as Dr. Ojala grate- 
fully recognizes, was Sweden. In Great 
Britain the official collection of crop statistics 
began in 1867; but information about the 
output of livestock products was very un- 
certain until the Census of 1908. The pro- 
vision of properly “net” statistics, with ade- 
quate deductions made for grain used as 
seed and fodder, had to wait until more 
recent times; and the calculation of other de- 
ductions for equipment, depreciation, trans- 
port, etc., was properly attempted only in 
the last decade. 

Dr. Ojala has performed a near-heroic 
task in clearing up this statistical jungle, in 
searching for alternative sources of informa- 
tion in the earlier years, and in carrying back 


to 1867 series of gross and net ouput, makin; 
full deductions for equipment and all other 
costs in such a manner as to make his series 
fully comparable with the official series now 
calculated. 

Dr. Ojala started work in 1946 and the 
book does not include any postwar figures. 
Comparable figures are now officially pre- 
pared; but the most convenient source of in- 
formation for a review of gross and net 
product of British agriculture, both in money 
and real terms, in the postwar years as com- 
pared with prewar, is given by Dr. Raeburn 
of the London School cf Economics, in Three 
Banks Review of December 1953. 

This part of Dr. Ojala’s work was original 
and will prove extremely valuable to all 
specialized workers in this field. The main 
text of the book, though valuable, is not quite 
so original. He gives a theoretical review of 
the subject which should make his book 
useful as a text-book for reasonably advanced 
students; and then he gives a more detailed 
history and review of “Agriculture’s Con- 
tribution to Economic Welfare” in United 
States, Britain and Sweden. He discusses the 
movement of agricultural incomes relative to 
national incomes in general, examines con- 
sumption patterns and the price of farm 
products and their terms of trade against 
manufactures. 

, Coiin CLARK 
University of Oxford 
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The Heart of the City. Edited for CIAM by 
J. Tyrwhitt, J. L. Sert and E. N. Rogers. 
New York: Pellegrini & Cudahy, 1952. 
pp. 185. $10.50. 

CIAM stands for Congrés Internationaux 
d’Architecture Moderne, an organization of 
self-styled advance thinkers in the realm of 
architecture and town planning. The volume 
is a collection of short essays, interlarded with 
photos and sketch plans, extolling the notion 
that cities should have central open spaces 
to serve as communal focal points and, pre- 
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sumably, that architects and town planners 
should design them in accordance with the 
rather vague and idealistic specifications 
which the various authors propose. The 
authors include such familiar names as Le 
Corbusier, Gropius, Sert, and Neutra, to- 
gether with twelve others, largely Europeans 
less familiar in the American scene. The 
“core” or “heart” of the city is variously de- 
fined as the “civic center,” “the gathering 
place of the people,” and “the element that 
makes a community a community and not 
merely an aggregate of individuals.” The 
essays drip with nostalgia for the fora, agorae, 
piazzas and plazas of the glorious past. The 
Piazza San Marco appears in reference and 
sketch with a frequency which sets it out as 
the model or prototype by concensus. 

The reading or skimming of this volume 
should start on page 159 with a summing-up 
by S. Giedion, one of the few intelligible 
statements in the book. This brief summary 
and the outline following set forth the ob- 
jectives and conclusions, and compile the 
broad specifications urged by the several 
authors for core design. 


Ricuarp U. RatTcLirF 


University of Wisconsin 
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Law and the Farmer. By Jacob H. Beuscher. 
New York: Springer Publishing Com- 
pany, 1953. pp. 448, illus., tables, legal 
forms. $4.95. 

This book is a welcome and needed con- 
tribution to the understanding of the institu- 
ticnal framework within which farms are 
used, controlled, owned and_ transferred. 
This book is an invaluable text for use in our 
agricultural college courses, vocational agri- 
culture classes, and adult education programs 
for farmers. It is also a valuable reference 
for farmers to have on hand to consult fre- 
quently in preventing and in working out 
solutions to important problems. The book 
will also be useful to professional farm 
managers, agricultural credit workers, ex- 
tension workers and technicians employed in 
our federal, state and local land programs. 

This book is refreshing, readable, practical 
and authoritative. It brings to the student 
and practioner of farm ownership and opera- 
tion, Professor Beuscher’s rich reservoir of 


experiences in teaching law, in working with 
farmers and agricultural groups and in the 
Law-in-Action Research Program of the 
University of Wisconsin. 

The volume contains four major parts of 
orientation within which the twenty-four 
chapters are grouped. The first major part 
is concerned with ‘“‘Getting Our Bearings 
about Law.” This part is exceptionally 
valuable to all agriculturalists as citizens in a 
democracy and as professional workers within 
agriculture. It analyzes the nature and im- 
portance of law including how the law is 
made and interpreted. 

Part Two is devoted to “Legal Problems 
when Acquiring or Transferring a Farm.” 
It includes the analysis of contract and real 
property law as applied to acquiring farms 
through both the operatorship and ownership 
approaches. This includes consideration of 
farm leases as well as land titles and deeds and 
the description of land and the recording of 
land instruments. 

Part Three focuses attention upon the 
timely problem of “Transferring the Family 
Farm from One Generation to the Next.” 
Since about one-half of the farm owners in 
the midwest have achieved ownership through 
direct aid within the family, this part of the 
book has wide application in helping farm 
people plan their intra-family property 
transfers. These seven chapters treat 
father and son operating arrangements, 
inter-vivos property transfers, laws of descent 
which take effect in the absence of wills or 
other transfer devices, wills, probate proce- 
dures and gift and death taxes. 

Part Four is concerned with the many 
“Legal Problems When Operating a Farm” 
in eight informative chapters. These chap- 
ters treat farm business taxes, secured and 
unsecured farm debts, lender-creditor rela- 
tionships and the general institutional frame- 
work within which the farm business operates. 
Also, the problems associated with water 
rights, boundaries and fences, trespassing, 
and control of livestock and negligence are 
analyzed from the legal viewpoint. 


Each of the twenty-four chapters is followed 
by a brief list of selected references for those 
readers desiring further elaboration on any 
of the material presented. Also, as an in- 
valuable aid for teaching in college,vocational 
education and adult education courses, each 
chapter contains a short set of “problems” 
for directing thought and discussion. 
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Of special interest to many readers is a 
thirty-page appendix containing examples of 
numerous legal instruments involved in the 
operation and ownership of farms. Included 
are examples of various deeds, purchase 
contacts, abstracts, leases, promissory notes 
and related materials. 

Throughout the book, emphasis is placed 
on using the law to prevent problems from 
arising. This preventive approach is par- 
ticularly well oriented in the everyday prob- 
lems faced by farmers and the people that 
advise with farmers. 

The book is an invaluable contribution to 
agricultural literature. 

Joun F. Trvmons 
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Arid Domain: The Santa Fe Railway and Its 
Western Land Grant. By William S. 
Greever. Stanford, California: Stanford 
University Press, 1954. pp. 184, appen., 
biblio. $4.00. 

Railroad land grants have long been the 
subject of bitter disputes. Arguments have 
ranged from the contention that such gifts 
were tremendous in size and value, and the 
product of dishonorable political maneuver- 
ing, to the statement that deserving railroads 
received practically worthless land which was 
less in value than the reduced rates that there- 
upon were given the government, to say 
nothing of the increased prosperity of the 
entire nation. The actual situation certainly 
lay somewhere between these two extremes, 
and Professor Greever is the latest of the 
scholars to try to separate fact from fiction. 
He makes quite clear that his study concerns 
only the western land grant of the Santa Fe, 
that this grant is far from typical, and that 
his conclusions are only small fragments of 
the total picture which eventually will 
emerge. 

The Greever volume began as a doctoral 
dissertation at Harvard under Professor 
Frederick Merk, but its present form repre- 
sents additional research and some rewriting. 
There is some slight account of the history of 
the Santa Fe railroad and of the New Mexico 
and Arizona areas of the grant, but these are 
a trifle desultory, and the bulk of the book is 
devoted to the disposition of the grant. The 
treatment is detailed and factual, designed 
only for the information of the specialist. 


Even the bibliography is aimed at the special- 
ist, since it includes but few secondary ac- 
counts, while the author obviously must 
have consulted a great many. 


The Santa Fe in general handled its grant 
with intelligence, and with a very considerable 
feeling of social responsibility. It made no 
effort to sell to regular farmers, since the land 
was not suited for ordinary agriculture. 
Sales for stock grazing, timber, town lots, 
and other uses were generally at fair prices 
with credit frequently offered. The rail- 
road experienced considerable difficulties from 
overly profit-minded individuals, such as 
land speculators, timber companies, and 
miners—not to mention hopeful tourists who 
liked free excursions to survey land which 
they had no intention of buying. The govern- 
ment also was far from helpful. For many 
years the government refused to survey the 
land, making final selections impossible, 
while conflicting decisions brought mountains 
of trouble that involved not only the Interior 
Department but also Congress and _ the 
courts. Possibly most aggravating was the 
alternate-section pattern of the grant, which 
made the land undesirable for most cattle 
growers; the government never was willing 
to correct this situation. Then too the 
government took over various areas for 
Indian reservations and for national parks 
and forests; usually such land was taken before 
the surveys, so that there were extremely 
complex problems in compensating the rail- 
road. Professor Greever’s account arouses 
no enthusiasm for federal land administrations 
and even casts some doubts on the actions 
of that eminent conservationist, Theodore 
Roosevelt. 


Possibly the basic question is the actual 
profit of the land to the Santa Fe. Professor 
Greever estimates that the profit of the land 
sold by 1896 amounted to something under 
$4 million, which represented about thirty 
percent of the cost of construction to that 
date. Greater profits came later, with the 
Greever estimate being some $15.8 million 
from 1897 through 1952. These figures 
should be taken with considerable caution. 
Professor Greever considers them too high, 
since they do not take into account certain costs, 
and since they disregard the reduced trans- 
portation charges given the government under 
the terms of the original charter. Inci- 
dentally, it may be added that the social 
desirability of the grant is in question because 
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of the very small early profits, which mean 
that the land did not do its basic job of aiding 
the construction of the line. As to whether 
the grant had any effect in speeding the 
building of the road, no generalization seems 
possible. The even larger question of 
whether the grant was profitable in terms of 
increased national prosperity can no more 
than be asked. Other studies such as that of 
Professor Greever will undoubtedly constrict 
the area of the unknown but, short of a real 
miracle, the cost and influence of railroad 
land grants will remain an intriguing prob- 
lem for later generations of historians to 
debate. 
RoserT E. RIEGEL 
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Land Problems and Policies. By V. Webster 
Johnson and Raleigh Barlowe. New 
York: McGraw-Hill Book Company, 
Inc., 1954, 422 pp., $6.30. 

According to the publishers, this volume 
is a textbook for upper class and graduate 
students which can also be used asa reference 
book by professional economists and ad- 
ministrators working on rural land problems 
and policies. The authors in their preface 
state that “this book is concerned primarily 
with land problems and pcelicies rather than 
with the theoretical framework of land eco- 
nomics.”” They further state that the book 
finds its beginnings in the work of Dr. Lewis 
C. Gray, who had outlined and started to 
write a bock on land problems and policies, 
calling for twenty-five to thirty chapters. 

This volume contains but fifteen chapters 
and although Dr. Gray’s original plan called 
for many of the chapters to deal with major 
types of land use, these have been completely 
omitted in the present volume. In reality, 
the book should probably have been called 
Agricultural Land Problems and _ Policies 
rather than simply Land Problems and Policies, 
since it treats almost entirely cnly agricultural 
land. 


Dartmouth College 


As a volume on agricultural land problems 
and policies it is well-written, concise, and 
sound. The authors have drawn upon 
many sources and upon their experiences 
over the years in the field of land economics, 
particularly the experience of the senior 
author. 

Throughout the book, good common- 
sense summarization statements appear. For 
example, on page 193 in discussing future 
man-land adjustments, the authors state, 
‘The world today can produce sufficient food 
and fiber to feed and clothe its present popu- 
lation and even a reasonable addition to its 
present numbers. The big problem is not 
can it feed itself but rather are the nations 
and peoples of the world willing to accept the 
economic, political, and social adjustments 
that may be necessary if the resources of the 
earth are to be used to give all of its people a 
fuller and better life.” And again, on agri- 
cultural land settlement, on page 250, the 
summarizing statement at the end, ‘“Gener- 
ally speaking, success in land settlement de- 
pends upon getting qualified settlers on pro- 
ductive farms of economic size. Success 
can be further assured by protecting settlers 
during their early years against excessive 
fixed-cost payments and by providing them 
with a farm-price structure that will assure 
them the opportunity to realize reasonable 
farm income.” 

This volume although covering much that 
has already been covered in other volumes on 
land economics, contains many excellent ob- 
servations and conclusions that add to the 
total knowledge available in the field of 
agricultural land problems and policies. It 
appears to be better adapted for use as a 
reference book or for supplemental reading for 
advanced students rather than as a general 
textbook for undergraduate classes. Every 
agricultural economist will find it a worthy 
book to include’in his personal library and 
will profit from a thorough reading and study 
of the excellent observations and conclusions 
sprinkled throughout the volume. 


Roan R. RENNE 
Montana State College 
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